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The  financial  projections  contained  in  this  report  were  prepared  based  on  the  assumptions  outlined  herein. 
They  have  been  prepared  for  the  use  of  the  Commonwealth  of  Pennsylvania  in  its  decision-making  process 
and  should  not  be  relied  upon  by  outside  parties  in  any  investment  analysis.  We  have  relied  on  data  and 
assumptions  provided  by  a variety  of  sources  (including  the  Pennsylvania  Liquor  Control  Board  and  the 
Commonwealth  of  Pennsylvania)  in  developing  these  projections.  We  believe  these  data  and  assumptions 
to  be  accurate,  but  we  have  performed  no  independent  study  or  audit  to  verify  their  accuracy.  Furthermore, 
many  of  the  assumptions  contained  in  the  report  were  developed  based  on  the  privatization  experiences  of 
other  states.  While  we  have  made  efforts  to  ensure  their  applicability  to  Pennsylvania,  further  analysis  may 
be  needed  to  develop  more  definitive  results  once  a preferred  policy  approach  to  privatization  is  developed. 
Finally,  due  to  the  inherent  uncertainties  surrounding  projections,  some  assumptions  used  to  develop  the 
projections  may  not  be  realized  and  unanticipated  events  and  circumstances  may  occur.  Therefore,  the 
actual  results  will  vary  from  the  projections,  and  such  variations  may  be  material. 
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1.0  Executive  Summary 

This  report  examines  the  potential  proceeds  to  the  Commonwealth  of  Pennsylvania  and  associated 
economic  effects  from  the  privatization  of  the  Pennsylvania  wine  and  spirits  industry.  Price  Waterhouse 
LLC  was  asked  by  the  Commonwealth  to  prepare  an  independent,  broad-based  analysis  of  the  likely 
financial  impacts  of  privatization  using  a variety  of  assumptions  and  privatization  approaches.  Because 
of  the  broad  nature  of  this  request,  we  examined  recent  privatization  efforts  in  the  alcohol  wholesale  and 
retail  industries  in  several  states  and  Canada  to  help  us  develop  both  the  approaches  and  associated 
operating  characteristics  used  in  this  analysis.  These  privatizations  have  been  conducted  through  a 
variety  of  approaches,  ranging  from  franchise  auctions  to  license  systems.  As  we  proceeded  through 
this  process,  however,  the  specific  scenarios  considered  in  our  analysis  were  tailored,  to  the  extent 
possible,  to  more  closely  correspond  to  conditions  within  Pennsylvania.  Please  note  that  our  review  of 
options  for  the  privatization  of  Pennsylvania's  wine  and  spirits  industry  incorporates  the  financial 
implications  of  continued  enforcement  and  education  efforts,  but  does  not  include  a more  detailed 
analysis  of  these  areas. 

1.1  Background 

The  Pennsylvania  Liquor  Control  Board  (PLCB)  has  been  responsible  for  the  wholesale  and  retail 
distribution  of  wine  and  spirits  within  the  Commonwealth  since  the  adoption  of  the  Twenty  First 
Amendment  to  the  U.S.  Constitution  repealing  Prohibition  in  1933.  As  such,  the  PLCB  manages  and 
controls  the  purchasing,  warehousing,  delivery,  consumer  pricing,  advertising  and  sale  of  all  wine  and 
spirits  in  the  Commonwealth. 

In  general,  states  can  be  grouped  into  two  major  categories,  control  states  and  license  states.  Given  the 
current  role  of  the  PLCB,  Pennsylvania  is  an  example  of  a state  with  a high  degree  of  control  over  the 
wholesale  and  retail  distribution  of  alcohol.  The  two  major  systems  are  defined  as  follows: 

• “control”  systems  where  the  state  sells  alcohol  at  the  wholesale  and/or  retail  level  through  a state- 
owned  and  operated  system;^ 

• “license”  or  “open”  systems  where  the  state  grants  retail  licenses  to  private  distributors  to  sell 
alcohol. 

There  are  currently  33  open  states  in  the  United  States.^  Over  the  past  several  years  the  national  trend 
has  been  toward  less  control  at  the  individual  state  level.  There  have  been  a wide  variety  of  reasons 
that  states  have  dted  as  justifications  for  privatizing  their  liquor  systems.  Among  these  are  the  following: 

• Financial:  As  budgets  have  tightened  over  the  past  several  years,  states  have  increasingly  looked 
for  alternative  sources  of  revenues.  Liquor  wholesale  and  retail  distribution  systems  represent  a 
valuable  asset  that  can  be  transferred  to  the  private  sector,  generating  significant  proceeds. 

• Bimination  of  Public-Sector  Inefficiencies:  It  is  generally  the  case  that  privatization  efforts  have 
resulted  in  substantial  operational  cost  savings  in  the  wholesale  and  retail  industries.  These 
efficiency  gains  (often  stemming  from  the  introduction  of  competition)  exert  downward  pressure  on 
consumer  prices.  Furthermore,  competition  often  provides  non-finandal  benefits  for  consumers, 
including  increased  store  hours,  superior  geographic  locations,  and  improved  product  selection. 


Several  states  have  hybrid  wholesale/retail  systems  where  the  state  remains  in  control  of  the  wholesale  function 
while  licensing  the  retail  function. 

This  number  includes  the  District  of  Columbia. 
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• Philosophical:  Many  states  entered  the  alcohol  distribution  market  immediately  after  the  repeal  of 
Prohibition  when  there  was  widespread  belief  that  alcohol  sales  should  be  curtailed  through  state 
control.  Currently,  the  common  view  is  that  alcohol  distribution  should  be  regulated,  but  that  the 
government  has  no  compelling  cause  for  maintaining  direct  control  and  ownership. 

It  is  against  this  backdrop  of  national  trends  towards  privatization  that  the  Commonwealth  of 
Pennsylvania  is  investigating  the  feasibility  of  privatization  of  the  wine  and  spirits  industry. 

1.2  Privatization  Scenario  Analysis 

The  analysis  contained  in  this  report  assesses  the  impact  of  privatization  on  the  cash  flows  to  the 
Commonwealth  under  the  following  scenarios: 


Privatization  Options  for  the  Pennsylvania 

Wine  and  Spirits  industries 

Privatization  of 

Privatization  of 

Wine  and  Spirits 

Wine  Only 

Wholesale  / Retail  Privatization  Scenarios 

Wholesale  / Retail  Licenses 

X 

Initial  Public  Offering  (IPO)  with  Retail  Franchising 

X 

Initial  Public  Offering  (IPO)  with  Retail  Licensing 

X 

Retail  Privatization  Scenarios 

License  System  - Low  Control 

X 

X 

License  System  - Medium  Control 

X 

License  System  - High  Control 

X 

X 

License  System  - Price  Neutral 

X 

Franchise  System  - Low  Markup 

X 

X 

Franchise  System  - Medium  Markup  (1 ,500  Stores) 

X 

Franchise  System  • Medium  Markup  (665  Stores) 

X 

Franchise  System  - High  Markup 

X 

X 

Franchise  System  - Price  Neutral 

X 

Franchise  System  - Current  PLCB  Markups 

X 

Franchise  System  - Royalty  (28.8%  F.V.) 

X 

Franchise  System  - Royalty  (40%  F.V.) 

X 

Agency  Store  System  - Low  Commission 

X 

X 

Agency  Store  System  • Medium  Commission 

X 

Agency  Store  System  - High  Commission 

X 

Beer  distribution  was  not  considered  in  any  of  this  scenario  analysis  since  it  is  already  sold  through  private  distributors. 

The  PLCB  currently  operates  both  retail  and  wholesale  functions  of  the  wine  and  spirits  industry.  In  the 
retail  privatization  cases,  the  PLCB  would  continue  to  operate  the  wholesale  function,  but  would  no 
longer  directly  control  the  retail  function.  In  the  wholesale  privatization  cases,  the  PLCB  would  no  longer 
directly  run  either  the  wholesale  or  retail  functions. 
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Under  the  retail  privatization  scenarios,  we  examined  three  general  types  of  privatization  approaches, 
assuming  that  the  PLCB  maintains  its  cument  wholesale  operations  and  exits  the  retail  market  by  closing 
its  “state  stores”: 

• Ucense  Systems:  Under  these  scenarios,  the  PLCB  will  grant  retail 

licenses  (generating  annual  license  fees)  to  retailers,  who  will  then  be  free 
to  set  their  own  markups/prices.  The  level  of  control  that  the  PLCB  would 
exert  over  the  type  and  number  of  stores  could  vary  significantly.  In  the 
“Low  Control”  scenarios,  the  PLCB  would  grant  a (potentially)  unlimited 
number  of  licenses,  although  the  actual  number  will  be  determined  by 
market  conditions.  Possible  licensees  include  grocery  stores,  current 
Pennsylvania  beer  distributors,  and  other  existing  or  new  retail 

establishments.  Under  the  ‘High  Control’  scenarios,  the  PLCB  would  grant  licenses  to  only  those 
establishments  which  derive  a large  percentage  of  their  revenues  from  the  sale  of  wine  and/or 
spirits,  thus  eliminating  the  possibility  for  wine  or  spirits  sales  in  an  existing  grocery  store  or 
pharmacy. 


• Franchise  Systems:  Under  these  scenarios,  the  PLCB  will  sell  franchise 
rights  to  wine  and/or  spirits  retailers,  thereby  generating  “up  fronf 
franchise  fees.  As  in  ^e  license  system  cases  described  above,  these 
franchisees  would  be  free  to  set  their  own  retail  markups/prices,  but  the 
PLCB  would  set  wholesale  markups.  There  is  a wide  range  of  markups 
among  the  Franchise  scenarios.  In  the  lowest  case,  the  resulting  prices 
for  spirits  are  estimated  to  be  more  than  1 5 percent  below  status  quo 
levels;  whereas,  in  the  highest  case,  they  are  expected  to  rise  by  over  23 
percent.  In  all  but  one  case,  we  assumed  that  the  number  of  franchises  would  approximately  equal 
the  current  number  of  state  stores  operated  by  the  PLCB. 

• Agency  Store  System:  Under  these  scenarios,  the  PLCB  would  maintain 
its  current  wholesale  and  retail  pricing  structure,  but  it  would  exit  the  retail 
business.  Instead  of  operating  state  stores,  the  PLCB  would  pay  retailers 
a fixed  commission  on  sales.  Retailers  may  come  from  a variety  of 
sources  depending  on  the  commission  levels  that  the  PLCB  would  pay 
and  the  regulations  it  would  set,  but  the  PLCB  would  be  able  to  control  the 
number  of  agents  used  to  sell  wine  and  spirits.  This  situation  allows  the 
PLCB  to  still  maintain  some  control  over  delivery  to  the  consumer  while 
allowing  it  to  exit  the  retail  business. 

Five  of  the  retail  privatization  cases  are  also  analyzed  as  “wine-only”  cases.  In  these  scenarios,  the 
Commonwealth  would  continue  to  distribute  spirits  through  the  state  store  system,  but  would  give  wine 
distribution  responsibilities  over  to  private  retailers. 

For  the  wholesale/retail  privatization  cases,  we  assumed  that  the  PLCB  would  exit  both  the  wholesale 
and  retail  sides  of  the  business.  The  PLCB  would  continue  to  exist,  however,  performing  such  duties  as 
licensing  and  running  public  health  and  safety  programs.  In  analyzing  the  options  for  wholesale/retail 
privatization,  we  constructed  two  general  scenarios; 


• Wholesale/Retail  Licensing:  In  this  case,  we  assumed  that  the  PLCB 
would  sell  both  wholesale  and  retail  licenses  (limited  only  by  market 
conditions),  thereby  generating  annual  licensing  revenues  for  the  PLCB. 
Both  wholesale  and  final  retail  prices  would  be  determined  by  supply  and 
demand  conditions.  The  Commonwealth  would  continue  to  receive  tax 
revenues,  although  we  assumed  that  the  current  value-based  excise 


This  case  is  similar  to 
the  current  systems  of 
New  York  and  New 
Jersey. 


The  Agency  Store 
scenarios  are  modeled 
after  the  recent  Ohio 
privatization 
experience. 


The  Franchise  System 
scenarios  are  modeled 
after  the  privatization 
experience  of  West 
Virginia. 


The  License  System 
scenarios  are  modeled 
after  the  privatization 
experiences  of  Iowa 
and  Alberta,  Canada. 


« 
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formula  would  be  changed  to  a volume-based  formula,  as  is  currently  done  in  each  of  the  32  states 
that  have  private  wholesalers.^ 

• Initial  Public  Offerings  (IPOs):  In  these  cases,  we  assumed  that  the  Commonwealth  would  convert 
the  entire  wholesale/retail  system  to  a state-owned  corporation,  and  then  sell  off  ownership  of  this 
corporation  through  an  initial  public  offering  (IPO)  of  stock.  This  sale  generates  initial  cash  flows  to 
the  Commonwealth  equal  to  the  value  of  the  “exclusivity-right"  to  investors.  Under  the  license 
system,  the  IPO  corporation  would  then  grant  licenses  to  retailers  to  distribute  wine  and  spirits, 
appropriating  the  resulting  license  fees  (in  contrast  to  the  retail-only  privatization  cases  discussed 
above,  where  these  fees  would  accrue  to  the  PLCB/Commonwealth).  Under  the  franchise  system, 
the  IPO  corporation  would  auction  off  franchises  to  retailers,  again  obtaining  franchise  fees.  In  both 
cases,  the  Commonwealth  would  continue  to  collect  taxes,  although  the  amount  of  these  taxes  may 
vary  considerably  from  current  levels. 

The  development  of  each  of  these  cases  are  described  in  greater  detail  in  the  Section  III  of  this  report. 
1.3  Financial  Impacts 

In  any  scenario,  the  privatization  of  PLCB  operations  will  have  several  financial  and  economic  effects. 
The  following  major  areas  are  investigated  in  this  study: 

• Effects  of  Privatization  Options  on  Consumer  Prices:  Depending  on  the  option  chosen,  and  the 
associated  retail  and  wholesale  markups  assumed,  prices  could  either  rise,  fall,  or  remain 
unchanged  after  privatization. 

• Effects  on  Availability/Sales:  Some  privatization  options  considered  in  the  report  envision  a change 
in  the  number  and  type  of  retail  outlets  in  which  wine  and  spirits  are  sold.  Such  changes  may  have 
effects  on  retail  markups,  prices,  and  hence,  sales. 

• Total  Cash  Flows  to  the  Commonwealth:  The  Commonwealth  government  receives  benefits  from 
the  PLCB  in  the  form  of  tax  revenue,  drug  and  alcohol  awareness  programs,  alcohol  enforcement 
costs  of  the  State  Police,  and  net  transfers  from  the  PLCB.  In  addition,  the  local  governments  within 
the  Commonwealth  receive  financial  benefit  in  the  fonn  of  local  sales  taxes  and  license  fees  to  the 
municipalities.  These  revenue  streams  to  the  state  and  local  governments  may  also  be  affected  by 
privatization. 

These  privatization  scenarios  yield  several  insights  into  finandal  and  policy  tradeoffs  that  will  be 
important  in  the  policy  decision-making  process.  Depending  on  the  privatization  approach  that  is  finally 
chosen  by  the  Commonwealth,  results  on  the  effect  of  markups,  the  effect  of  prices  on  sales,  the  effect 
of  the  number  and  type  of  outlets,  and  the  effect  of  the  timing  of  cashflows  will  all  need  to  be  considered. 
The  following  discussion  illustrates  these  effects  through  the  use  of  example  results.  For  the  final  results 
of  all  scenarios,  refer  to  Section  III  of  this  report. 

Effects  of  Markups: 

Markups  are  among  the  most  critical  elements  in  the  analysis.  Not  only  do  they  have  a direct  impact  on 
prices,  revenues,  and  profits,  but  they  also  are  instrumental  in  determining  the  overall  value  of  the  PLCB 
in  the  privatization  scenarios.  In  almost  all  of  the  retail  and  wholesale/retail  privatization  scenarios 
presented  in  this  report  (except  for  the  agency  store  cases),  the  PLCB  gives  up  the  right  to  set  retail 
markups  because  it  is  assumed  to  exit  the  retail  business.  The  wholesale  markup,  however,  is  a 


We  did  not  analyze  a wholesaleyretail  franchise  system,  as  no  other  state  utilizes  such  a system  and  comparable 
data/assumptions  would  be  problematic  to  develop.  Resulting  financial  impacts  of  privatization  would  be  highly 
uncertain  at  best. 
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different  issue  - under  the  retail-only  privatization  scenarios,  the  PLCB  is  assumed  to  maintain  control 
over  wholesale  markups.  Under  the  wholesale/retail  privatization  cases,  however,  the  PLCB  gives  up 
control  over  markups  (and  therefore,  final  retail  prices)  to  private  wholesalers  (single  wholesaler  in  the 
IPO  cases  or  a group  of  wholesalers  in  the  franchise  case). 

In  the  retail-only  privatization  cases,  it  is  relatively  easy  to  see  how  important  the  wholesale  price 
charged  by  the  PLCB  is  to  the  outcome  of  the  privatization,  as  illustrated  in  the  following  table. 


Effects  of  Wholesale  Markups  on 

Transfers  to  Commonwealth  Government  (Post-Privatization) 

Wholesale  Markup 

Ten-Year  Sum  of 
Transfers 

Franchise  System  - Low  Markup 

8% 

$2,218  million 

Franchise  System  - High  Markup 

27% 

$3,151  million 

This  table  dramatically  shows  the  sensitivity  of  overall  transfers  to  the  Commonwealth  government  to 
changes  in  wholesale  markups  after  privatization.  Furthermore,  this  wholesale  markup  has  direct  effects 
on  final  retail  prices  and  indirect  effects  on  tax  revenues  and  sales  levels  (see  below).  The  wholesale 
markup  is  an  important  and  valuable  "lever”  that  can  be  used  by  the  PLCB  to  influence  the  outcome  of 
several  financial  parameters  in  a post-privatization  market. 

In  the  wholesale/retail  privatization  cases  under  IPOs,  the  PLCB  gives  up  this  lever,  but  obtains 
significant  compensation  in  the  form  of  IPO  proceeds.  In  effect  the  real  asset  that  the  Commonwealth  is 
selling  in  the  IPO  is  the  monopoly  right  to  set  this  wholesale  markup.  This  is  the  parameter  that  has  the 
most  impact  on  the  value  of  the  market  to  the  IPO’s  investors,  and  therefore,  the  proceeds  that  the 
Commonwealth  would  realize  from  an  IPO.^  If  the  Commonwealth  grants  exclusive  wholesale  market 
rights  to  a single  company  through  an  IPO,  then  the  sale  proceeds  will  be  maximized.*  If,  however,  the 
Commonwealth  grants  many  wholesale  licenses,  then  wholesalers  will  only  be  willing  to  pay  relatively 
low  up  front  fees  (as  shown  in  the  whoiesale/retail  franchise  case).  Therefore,  the  right  to  set  a 
wholesale  markup  is  a valuable  asset  to  the  PLCB  even  in  the  wholesale/retail  privatization  cases. 

Effects  of  Prices  on  Sales: 

Prices  affect  sales  through  an  elasticity  effect.  Simply  stated,  as  prices  rise  (fall),  sales  fall  (rise).  The 
measure  of  this  relationship  is  the  “price  elasticity  of  demand”.  In  our  analysis,  we  have  assumed  an 
elasticity  of  -0.76  for  spirits  and  -0.67  for  wine  (see  Appendix  I for  the  research  and  development  of 
these  elasticities).  As  prices  for  wine  increase  by  10  percent,  demand  for  wine  will  fall  by  6.7  percent. 
Therefore,  in  our  model,  as  prices  rise  or  fall,  demand/sales  will  change  proportionately. 

It  is  important  to  note,  however,  that  even  though  we  include  elasticity  effects  in  our  model,  the  final 
financial  results  across  scenarios  are  not  particularly  sensitive  to  changes  in  prices  or  sales. 
Furthermore,  sales  levels  do  not  change  dramatically  across  privatization  scenarios.  This  is  because 


By  granting  an  IPO  this  monopoly,  the  Commonwealth  will  have  to  institute  some  form  of  price  regulation  to 
protect  against  monopoly  pricing  abuses.  We  have  assumed  relatively  low  price  increases  post-pnvatization  in 
our  IPO  cases  and  included  appropriate  costs  for  price  regulation  by  the  PLCB. 

There  may  be  anti-trust  issues  associated  with  selling  a monopoly  right  to  a single  investor. 
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the  wine  and  spirits  elasticities  we  developed  based  on  our  industry  studies  are  relatively  low.  Low 
elasticities  for  wine  and  spirits  may  be  reasonable  to  expect  given  their  unique  characteristics.  For 
example,  the  purchasing  habits  for  those  activities  that  are  associated  with  alcoholic  beverages,  such  as 
weddings  or  holiday  gatherings,  are  unlikely  to  change  even  when  prices  change  due  to  a lack  of  true 
substitutes.  The  impact  of  price  changes  on  wine  and  spirits  are  therefore  likely  to  be  less  pronounced 
than  on  many  other  common  products.  The  following  graph  provides  an  illustration  of  this  result. 


CO 


CO 


Effects  of  Price  Changes  on  Sales 

(Baseline  vs.  Retail  Privatization  Cases) 
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This  graph  shows  spirits  sales  levels  for  the  Baseline  case,  as  well  as  a case  with  a large  price  increase 
for  spirits  (Wholesale/Retail  Licensing,  9.09  percent  initial  increase)  and  a case  with  a large  price 
decrease  for  spirits  (Franchise  - Low  Markup,  6.89  percent  initial  decrease).  Although  the  sales  levels 
are  different,  they  fluctuate  around  a fairly  narrow  band  (i.e.,  plus  or  minus  approximately  6 percent  from 
the  Baseline  case).  Furthermore,  these  are  relatively  extreme  cases  - most  of  the  price  and  sales 
changes  across  the  privatization  cases  are  even  less  dramatic.  These  results  indicate  that  there  should 
not  be  a dramatic  change  in  sales  after  privatization  in  the  scenarios  that  we  have  analyzed. 
Furthermore,  our  analysis  does  not  include  any  price/sales  effect  for  cross  border  sales  even  though  it  is 
likely  that  a decrease  in  Pennsylvania  wine  and  spirits  prices  would  decrease  the  incentive  to  buy  in 
other  states. 

Effects  of  Number  of  Outlets: 

The  effects  of  increases  in  the  availability  of  alcohol  on  sales  are  controversial.  Most  post-privatization 
studies  have  shown  no  significant  relationship  between  availability  (measured  by  both  the  number  of 
retail  outlets  and  the  types  of  outlets)  and  sales  (see  Appendix  I for  a review  of  these  studies). 

Therefore,  we  have  assumed  no  direct  relationship  between  sales  and  the  number  of  retail  outlets  in  our 
model. 

We  have,  however,  assumed  an  important  indirect  relationship  in  our  analysis.  This  indirect  relationship 
between  sales  and  the  number  of  retail  outlets  can  be  seen  through  the  price-sales  relationship 
discussed  above.  Specifically,  we  have  assumed  that  as  the  number  of  retail  outlets  increases,  retail 
markups  will  decline,  resulting  in  lower  consumer  prices  (all  else  being  equal).  There  are  two  reasons 
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for  this  assumption.  First,  as  the  number  of  outlets  rises,  price  competition  among  retailers  will  increase, 
leading  to  lower  markups.  Second,  if  the  number  of  outlets  increases  dramatically  through  the  sales  of 
wine  and  spirits  in  supermarkets  and  convenience  stores,  retailers  will  be  able  to  spread  their  fixed  costs 
across  a greater  number  of  products  besides  wine  and  spirrts,  thereby  lowering  required  retail  markups 

As  noted  above,  as  prices  decrease  as  a result  of  lower  retail  markups,  sales  increase.  Therefore,  all 
else  being  equal,  our  model  assumes  that  as  the  number  of  outlets  increase  and  the  types  of  outlets 
change  (i.e.,  a general  increase  in  availability),  sales  will  increase  through  price  effects.  However,  as 
discussed  above,  these  price  effects  are  relatively  small,  and  we  do  not  believe  that  sales  will  increase 
dramatically  in  any  of  the  privatization  scenarios  we  have  analyzed.  To  ensure  that  we  have  not 
underestimated  the  effect  of  availability  on  sales,  we  also  performed  sensitivity  analysis.  Our  analysis 
(detailed  in  Appendix  I)  shows  that  even  with  the  highest  reasonable  assumption  of  elasticity  availability, 
the  overall  increase  in  sales  is  only  approximately  1 percent. 

Effects  of  Timing  of  Cash  Flows: 

There  are  three  general  types  of  privatization  options  that  we  examine:  license  systems  (retail  and/or 
wholesale):  franchise  systems  (retail  and/or  wholesale):  and  IPO  approaches  (wholesale  only).  Each  of 
these  approaches  imply  very  different  timings  in  terms  of  cash  flows  to  the  Commonwealth.  License 
systems  generate  steady  long-term  transfers  to  the  Commonwealth.  IPO  approaches  generate 
significant  up-front  transfers,  but  exhibit  substantially  lower  long-term  ongoing  cash  flows.  Franchise 
systems  contain  positive  aspects  of  both  these  approaches,  generating  relatively  high  up-front  transfers 
without  sacrificing  long-term  ongoing  cash  flows.  These  three  types  of  scenarios  are  illustrated  in  the 
following  graph. 


Cash  Flow  Timing  Differences  Across  Scenarios 
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In  this  chart,  we  have  presented  three  different  scenarios  with  roughly  similar  10-year  totals  for 
Commonwealth  transfers,  but  with  very  different  cash  flow  timing  structures.  The  decision  concerning 
which  timing  approach  is  preferable  rests  on  the  proposed  uses  of  the  funds,  assuming  that  10-year 
totals  are  roughly  comparable.  If  the  Commonwealth  has  an  immediate  value-added  use  for  the  funds 
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from  privatization,  then  it  may  prefer  an  IPO  option  (although  in  general,  the  IPO  options  have  lower 
long-term  revenue  benefits).  If  the  Commonwealth  desires  steady  long-term  transfers,  then  it  may  prefer 
a license  system.  The  franchise  approach  combines  positive  elements  of  both  approaches  (i.e., 
significant  up-front  proceeds  from  franchise  fees  and  significant  ongoing  transfers  to  the 
Commonwealth). 

1 .4  Scenario  Results 

Exhibit  I on  pages  10  and  1 1 presents  summary  Commonwealth  government  revenue  streams  for  the 
Baseline  case  and  each  of  the  privatization  scenarios  we  analyzed  for  the  commonwealth.  We  started 
with  a broad  based  approach  based  on  the  experience  of  other  states.  Then,  working  with  officials  form 
the  Governor’s  office,  we  developed  additional  scenarios  to  reflect  the  unique  characteristics  of 
Pennsylvania.  The  Baseline  case  demonstrates  the  expected  future  revenues  assuming  no  changes 
were  made  to  the  current  structure  of  the  wine  and  spirits  industry  in  the  Commonwealth  and  is  provided 
as  a basis  for  comparison  to  the  privatization  options.  The  revenue  streams  exhibited  for  both  the 
Baseline  and  the  privatization  scenarios  are  comprised  of  sales  taxes,  excise  taxes,  PLCB  transfers,  as 
well  as  funding  transfers  for  enforcement  and  alcohol  education.  Details  of  the  financial  results  of  these 
scenarios  are  described  in  Section  III  and  Appendix  II  of  this  report. 

It  is  important  to  note  that  it  is  both  misleading  and  inappropriate  to  compare  these  scenarios  based 
solely  on  the  cash  flow  results.  Each  of  the  scenarios  is  based  on  a different  set  of  assumptions, 
modeled  largely  on  the  recent  privatization  experiences  of  other  states.  For  example,  the  assumptions 
used  to  generate  the  License  System  - Low  Control  scenario  are  very  different  from  the  assumptions 
used  to  create  the  Franchise  System  - Low  Markup  case.  Specifically,  the  assumed  wholesale  markup 
is  very  different  in  the  two  cases,  ranging  from  8 percent  to  27  percent.  These  different  assumptions 
generate  very  different  financial  results,  as  evidenced  by  the  wide  range  of  10-year  sums  under  the  two 
scenarios.  Until  other  effects  such  as  a change  in  the  number  and  type  of  outlets  or  a change  in  price 
can  be  examined,  it  would  be  inappropriate  to  conclude  that  the  former  case  (i.e.,  "License”)  is  “better” 
than  the  latter  case  (i.e.,  "Franchise”)  merely  because  of  the  higher  revenue  streams.  The  amounts  may 
be  markedly  different  because  the  assumptions  that  were  used  to  develop  these  cases  are  so  different. 

With  these  caveats  in  mind,  these  results  should  only  be  used  as  a general  "road  map”  for  policy  makers 
within  the  Commonwealth  to  determine  likely  financial  effects  of  privatization  options  under  different 
scenarios,  and  not  to  determine  the  "optimal”  approach  to  privatization.  As  noted  above,  once  a 
particular  approach  is  determined  (based  on  public  policy  as  well  as  financial  considerations),  the  model 
can  be  optimized  to  determine  the  most  likely  financial  results  under  that  scenario  using  a variety  of 
assumptions  that  may  differ  significantly  from  those  used  in  this  report.  For  just  this  reason,  we  have 
presented  a wide  range  of  options  for  consideration. 

Given  the  need  for  ongoing  discussion  and  development  of  options  based  on  policy  considerations,  the 
results  of  this  report  form  the  basis  of  a work  in  progress.  Additional  analysis  will  need  to  be  performed 
to  develop  specific  operating  characteristics  and  models  that  are  tailored  to  the  particulars  of  the 
Pennsylvania  market.  Where  possible,  we  have  adjusted  the  assumptions  derived  from  the  privatization 
experiences  of  other  states  to  reflect  conditions  in  Pennsylvania.  However,  we  have  only  used  “broad- 
based”  assumptions  in  many  areas.  Once  a preferred  approach  to  privatization  is  selected  by  the 
Commonwealth,  additional  analysis  will  need  to  be  performed  to  adjust  the  assumptions  to  more  closely 
represent  Pennsylvania’s  demographics  and  commercial  environment. 
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Exhibit  1 
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Financial  Structure 


Privatization  Analysis  of  the 
Pennsylvania  Wine  and  Spirits  industry 


2.0  Current  industry  and  Financial  Structure  in  Pennsylvania 

The  purpose  of  this  section  of  the  report  is  to  discuss  the  current  structure  of  the  PLCB  and  its  financial 
relationship  to  the  Commonwealth.  Specifically,  we  will  address  the  drivers  behind  net  cash  flows 
generated  by  the  PLCB  through  the  sale  of  wine  and  spirits,  transfers  from  the  PLCB  to  the 
Commonwealth,  and  other  sources  of  revenues  to  the  Commonwealth,  including  excise  taxes,  sales 
taxes  and  local  government  revenues. 

To  analyze  the  impact  of  each  of  these  different  sources  of  revenues  under  both  a “status  quo”  (i.e.,  no 
privatization)  and  various  privatization  alternatives,  we  developed  a financial  model  that  projects  both  the 
PLCB’s  net  cash  flows  and  transfers  to  the  Commonwealth.  In  this  section  of  the  report,  we  discuss  the 
model’s  projections  under  the  “status  quo”  or  'Baseline”  case.  The  potential  impact  of  privatization  of 
the  PLCB  on  these  cash  flows  to  the  Commonwealth  are  discussed  in  the  following  section  of  the  report. 
Complete  details  of  the  model  are  contained  in  Appendbc  I. 

2.1  Financial  impact  of  Industry 

The  revenues  from  the  distribution  and  sale  of  wine  and  spirits  in  Pennsylvania  provide  a significant 
cash  inflow  to  the  Commonwealth.  In  1996,  the  revenues  related  to  the  wine  and  spirits  industry 
received  by  the  Commonwealth  were  $235.58  million.  The  Commonwealth  currently  obtains  these 
revenues  In  various  forms: 

• PLCB  Cash  Flows:  The  PLCB  directly  collects  revenues  from  the  sale  of  wine  and  spirits  in  the 
Commonwealth  through  its  operation  of  the  retail  sales  network.  The  PLCB  also  incurs  costs  in 
managing  and  operating  both  the  wholesale  and  retail  systems.  The  net  cash  flows  from  the 
PLCB’s  operations  are  transferred  to  the  Commonwealth. 

• Transfers  to  the  Commonwealth  Government:  The  Commonwealth  government  receives  annual 
transfers  from  the  PLCB  (see  above),  as  well  as  tax  income  from  state  excise  taxes  on  alcohol  and 
state  sales  taxes.  The  Commonwealth  also  benefits  from  the  PLCB’s  expenditures  on  enforcement 
and  drug  and  alcohol  programs. 

• Transfers  to  Local  Government:  Local  governments  receive  revenues  in  the  form  of  local  sales 
taxes  (Philadelphia  and  Allegheny  Counties  only)  and  municipal  license  fees. 

The  following  exhibit  illustrates  the  relative  magnitude  of  each  of  these  components  of  cash  flows  to  the 
Commonwealth  over  the  next  decade  (assuming  continued  PLCB  operations).  The  largest  component 
of  Commonwealth  transfers  is  tax  revenues  from  the  state  excise  tax  on  wine  and  spirits  and  state  sales 
tax. 
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Transfers  to  Commonwealth  (est  1997-2006) 
Baseline  Scenario 


Local  Taxes/Fees 
$73  million 


PLCB  Trans 

$411  mUlk 


Sales/Liquor  Taxes 
$1,899  million 


Total  Estimated  Transfers  to  Commonwealth  (1997-2006);  $2.6  billion 


PLCB  Cash  Flows 

The  PLCB  currently  generates  revenues  in  two  areas.  The  majority  is  through  its  665  stores  and  three 
warehouses  which  account  for  1 00  percent  of  off-premise  sales  of  wine  and  spirits  in  the 
Commonwealth.  In  addition,  revenues  are  obtained  from  associated  services  including  the  issuance  of 
beer,  wine  and  spirits  license  fees  and  the  collection  of  enforcement  fines.  Currently,  the  PLCB  is 
responsible  for  licensing  all  bars  and  restaurants  that  sell  alcohol  on  an  on-premise  basis,  as  well  as  all 
beer  distributors  that  sell  on  an  off-premise  basis. 

The  PLCB  costs  can  be  divided  into  two  areas.  The  first  set  of  costs  are  the  operating  costs  that  are 
associated  with  providing  wholesale  and  retail  sales  of  wine  and  spirits.  Line  items  in  this  area  include 
personnel  salaries  and  benefits,  lease  space,  store  equipment,  and  inventory.  Other  costs  are  those  for 
providing  administrative  support  to  the  operations  and  licensing  functions,  and  include  areas  such  as 
financial/payroll  services,  comptroller  services,  information  services  and  payments  for  warehousing. 

The  funds  remaining  after  expenses  are  subtracted  from  revenues  are  transferred  to  the 
Commonwealth.  This  process  is  depicted  graphically  in  the  following  exhibit. 


Development  of  PLCB  Transfers  to  Commonv^alth 


Revenues 


(Dosts 


Profits 


Sales 

Licensing 

Other 


Operating 

Agency 


Privatization  may  affect  all  areas. 
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Revenues  for  the  Commonweattii  Government 

As  noted  briefly  above,  benefits  received  by  the  Commonwealth  government  from  the  PLCB  include 
(among  others)  the  following: 

• net  transfers  from  the  PLCB  (discussed  above); 

• tax  revenues  from  the  sale  of  wine  and  spirits  within  the  state; 

• drug  and  alcohol  education  programs; 

• enforcement  activities. 

The  first  two  items  comprise  the  majority  of  the  transfers  to  the  Commonwealth.  In  addition  to  the 
transfers  from  the  PLCB,  the  Commonwealth  currently  receives  an  18  percent  excise  tax  and  a sales  tax 
of  6 percent  on  all  wine  and  spirits  sales. 

The  relationships  between  these  transfers  to  the  state  are  shown  in  the  following  exhibit. 


Revenues  for  Local  Governments 

Local  governments  also  receive  revenues  from  the  wine  and  spirits  industry  in  the  form  of  municipal 
license  fees.  As  mentioned  above,  the  PLCB  charges  license  fees  to  distributors,  bars  and  other  entities 
handling  beer,  wine  and  spirits  in  Pennsylvania  and  a portion  of  these  fees  is  remitted  to  the 
communities  in  which  the  licensed  establishment  is  located.  Allegheny  and  Philadelphia  Counties  also 
charge  and  receive  a local  sales  tax  on  the  sale  of  wine  and  spirits  of  1 percent. 

2.2.  Baseline  Scenario 

To  understand  the  financial  impact  to  the  Commonwealth  of  these  different  sources  of  revenues  and 
costs,  we  developed  a Baseline  scenario  to  forecast  the  expected  revenue  streams  associated  with  the 
PLCB  management  of  wine  and  spirits  distribution  and  sales.  This  scenario  allows  us  to  estimate  the 
overall  value  of  the  wine  and  spirits  industry  to  the  Commonwealth  assuming  no  changes  to  the  current 
operating  and  regulatory  structure.  It  also  serves  as  a benchmark  against  which  all  privatization  cases 
can  be  compared.  Prices,  taxes,  agency  expenses,  operating  expenses,  sales  volume,  and  number  of 
retail  outlets  are  all  calculated  with  the  assumption  that  the  wine  and  spirits  distribution  system  that 
currently  exists  will  remain  in  place  indefinitely. 
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The  financial  model  we  developed  to  analyze  the  Baseline  scenario  (as  well  as  all  of  the  privatization 
scenarios)  is  described  in  detail  in  Appendix  I.  As  an  overview,  however,  the  Baseline  forecast  is 
divided  into  five  major  parts,  corresponding  to  the  five  modules  in  the  model; 

• PLCB  Operating  Revenues:  These  revenues  are  comprised  of  wine  and  spirits  sales  at  state  stores 
(i.e.,  retail  sales)  and  to  licensees  (i.e.,  license  sales).  They  also  include  the  effects  of  pass-through 
discounts,  “bottle  picks"  (surcharges  for  purchases  of  split  cases),  and  special  orders. 

• PLCB  Agency  Revenues:  Distinct  from  its  operating  revenues,  the  PLCB  as  an  agency  also  brings 
in  revenues  from  license  fees,  enforcement  fines,  interest  income,  and  other  miscellaneous 
revenue. 

• PLCB  Operating  Expenses:  These  costs  represent  the  expenses  associated  with  the  PLCB’s  retail 
operations,  including  costs  of  goods  sold,  salaries  and  benefits,  and  other  store  expenses. 

• PLCB  Agency  Expenses:  The  PLCB  incurs  overhead  and  administrative  expenses,  including  the 
costs  associated  with  the  wholesale  warehouse  operations  contract. 

• Transfers  to  the  Commonwealth:  Described  in  greater  detail  above,  these  transfers  include  taxes, 
enforcement  costs,  and  drug  and  alcohol  program  expenditures. 

The  Baseline  scenario  we  developed  assumes  that  the  PLCB  will  continue  to  control  and  manage  the 
sale  of  wine  and  spirits  as  at  present.  The  following  are  the  main  characteristics  which  govern  this 
Baseline/status  quo  scenario; 

• PLCB  Wholesale  Markup;  30%  for  wine  and  spirits 

• Excise  Tax;  18% 

• Retail  Markup;  OCCs  for  wine  and  spirits’ 

These  characteristics  determine  both  the  price  paid  by  the  consumer  at  the  store  and  the  amount  of 
revenue  the  Commonwealth  receives.  The  price  to  the  consumer  consists  of  a series  of  markups  and 
taxes  applied  to  the  manufacturer’s  price  or  cost  of  goods  sold  (COGS^.  The  following  table  describes 
the  current  pricing  process  from  the  COGS  to  the  final  price  an  individual  consumer  would  pay  for  a 
sample  half  gallon  (64  oz)  bottle  of  wine. 


- 

Current  Pricing  (example) 

COGS 

Vi  gall  wine 

Apply  wholesale 
markup  of  30% 

Add  flat  rate  Apply  excise 
OCC  tax  of  18% 

Apply  sales 
tax  of  6% 

Apply  local 
sales  tax  of  1% 

RNAL  PRICE 

TO  CONSUMER 

$4.60-»- 

+$1.38-^ 

+$1.35->  +$1.32-» 

+$0.52^ 

+$o.o&->. 

$9.25 

The  PLCB  currently  has  in  place  a senes  of  rounding  practices  that  may  affect  the  final  price  to  the  consumer.  These  rounding  effects  were  not  considered  in 
this  example 

Operational  cost  component  (OCC)  is  a flat  markup  by  bottle  size  currently  applied  by  the  PLCB  in  addition  to 
the  30  percent  markup. 

Cost  of  goods  sold  (COGS)  is  the  amount  paid  to  the  manufacturer  to  purchase  inventory. 
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We  developed  a Baseline  forecast  of  the  future  expected  revenue  streams  to  the  CommonAwealth  for  a 
10-year  period  (from  1997  through  2006)^,  which  total  approximately  $2.5  billion.  These  streams  are 
depicted  in  the  following  exhibit. 


Baseline  Transfers  to  Commonwealth  Government 
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As  can  be  readily  seen  from  the  graph,  net  transfers  to  the  Commonwealth  are  predicted  to  remain  fairly 
constant  over  the  next  decade.^  The  primary  reason  for  this  is  that  wine  sales  are  expected  to  increase 
at  a relatively  low  rate  over  the  ten-year  period  (0.55  percent  per  year  growth  in  the  Baseline  case), 
while  spirits  sales  are  expected  to  decrease  over  the  same  period  (-  2.05  percent  per  year  decrease  in 
the  Baseline  case).  These  two  trends,  which  mirror  national  trends  in  alcohol  consumption,  combine  to 
keep  PLCB  transfers  relatively  steady  over  the  next  decade  in  our  model. 


The  last  year  of  available  historic  financial  data  was  1996.  Therefore,  the  model's  ten  year  forecasts  begin  with 
1 997.  It  is  false  to  assume  that  rf  the  industry  in  Pennsylvania  were  actually  privatized  today  that  the  forecasted 
numbers  for  1997  would  be  completely  accurate.  We  used  1997  as  a base  year  to  avoid  distorting  the  numbers 
by  trying  to  forecast  actual  1997  results  and  then  using  those  forecasts  as  a historical  input  for  further  analysis. 
Baseline  transfers  increase  at  a rate  significantly  below  the  rate  of  inflation  when  inflation  is  assumed  to  equal 
approximately  3 percent  per  year. 
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3.0  Privatization  Scenarios 

3.1  Methodology  and  Approach 

This  section  focuses  on  the  impact  of  privatization  on  the  Commonwealth  and  PLCB  for  each  of  the 
privatization  scenarios  under  consideration.  Each  scenario  reflects  a different  set  of  operating 
assumptions  in  the  areas  of  wholesale  and  retail  markups,  taxes,  franchise  and  license  fees,  store  and 
PLCB  expenses,  and  transition  costs.  The  assumptions  developed  were  based  on  information  obtained 
from  comparable  states,  industry  research,  and  PLCB  staff.  As  in  the  Baseline  scenario,  the  financial 
model  we  developed  was  used  to  produce  10-year  forecasts  which  estimate  the  revenues  and  costs 
accruing  to  PLCB  operations,  the  Commonwealth  and  local  governments.  The  detailed  financial 
forecasts  may  be  found  in  Appendix  II. 

As  noted  previously,  the  privatization  scenarios  we  have  analyzed  in  this  report  can  be  divided  into  two 
major  groups: 

• Wholesale/Retail  Privatization  Scenarios  where  the  PLCB  exits  both  the  wholesale  and  retail  sides 
of  the  business,  but  remains  primarily  as  an  enforcement  entity; 

• Retail  Privatization  Scenarios  where  the  PLCB  maintains  control  over  wholesale  and  enforcement 
operations,  but  gives  up  retail  operations  to  the  private  sector. 

Under  the  wholesale/retail  scenarios,  we  can  further  divide  the  options  we  examined  into  two  major 
categories.  The  first  envisions  multiple  wholesalers  and  retailers  in  the  market,  and  is  depicted  in  the 
following  graph: 


Wine  and  Spirits  Distribution  Structure 
Whoiesale/Retail  Privatization  - Licensing  Scenario 
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In  this  general  scenario,  the  Commonwealth  would  grant  an  unlimited  amount  of  wholesale  and  retail 
licenses  in  the  state.  The  total  number  of  licenses  would  be  limited  only  by  market  conditions.  No 
matter  how  many  wholesale/retail  licensees  enter  the  market,  however,  all  license  fees  would  flow  to  the 
PLCB/Commonwealth.  This  situation  can  be  contrasted  to  the  second  general  type  of  wholesale/retail 
scenario,  which  envisions  granting  an  exclusive  franchise/license  to  a wholesaler  in  the  state,  but  having 
multiple  retailers.  This  general  scenario  is  depicted  in  the  following  graph; 


Wine  and  Spirits  Distribution  Structure 
Wholesale/Retail  Privatization  - IPO  Scenarios 
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This  general  scenario  contemplates  the  Commonwealth  granting  exclusive  wholesale  rights  to  an  “IPO 
corporation’,  which  in  turn  licenses/franchises  retail  rights  to  a number  of  private  sector  retailers.  The 
Commonwealth  would  obtain  up-front  payments  through  the  initial  public  offering  (IPO)  roughly  equal  to 
the  value  of  the  exclusive  rights  to  sell  wine  and  spirits  in  the  state,  but  any  franchise/license  revenues 
would  go  to  the  IPO  corporation  instead  of  the  ComrTK>nwealth.  Because  all  prices  would  be  set  by  a 
single  IPO  corporation  at  the  wholesale  level  and  its  franchisees/licensees  at  the  retail  level,  the 
Commonwealth  would  most  likely  need  to  regulate  the  IPO  corporation’s  prices  to  provide  a safeguard 
against  price  gouging. 

The  retail  privatization  scenarios  contemplate  a very  different  industry  structure,  as  can  be  seen  in  the 
following  graph: 
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Wine  and  Spirits  Distribution  Structure 
Retail  Privatization 
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In  these  scenarios,  the  PLC6  maintains  control  over  wholesale  operations.  This  situation  has  two 
important  implications.  First,  the  PLCB  is  free  to  set  virholesale  price  markups,  which  allows  it  to 
indirectly  influence  final  consumer  prices  in  the  market.  Second,  it  is  able  to  maintain  cash  flows  from 
wholesale  operations  (although  possibly  at  different  levels).  On  the  retail  side,  the  PLCB  would  allow  the 
private  sector  to  enter  the  market  through  one  of  three  options; 

• Franchise  Scenarios  where  the  PLCB/Commonwealth  would  obtain  significant  up-front  revenues 
from  the  auctioning  of  franchise  rights; 

• License  Scenarios  where  the  Commonwealth  would  obtain  a more  steady  stream  of  license  fees 
from  retailers: 

• Agency  Scenarios  where  the  PLCB  pays  retailers  a fee  based  on  a percentage  of  sales  to  act  as 
their  “selling  agents". 

In  the  franchise  and  license  scenarios,  the  PLCB  gives  up  control  over  retail  prices,  but  maintains  control 
over  wholesale  prices.  In  the  agency  scenarios,  the  PLCB  maintains  control  over  both  sets  of  prices. 

Each  of  the  privatization  scenarios  we  have  developed  for  this  report  fall  under  one  of  these  general 
categories.  Complete  details  for  each  individual  scenario  are  presented  below  and  in  Appendix  I. 

3.2  Effects  of  Major  Industry  Characteristics 

For  each  privatization  scenario,  we  considered  the  impact  of  the  following  critical  operating 
characteristics  on  the  structure  of  wine  and  spirits  distribution  and  sales  in  Pennsylvania: 
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• Effects  of  Markups  and  Taxes  on  Revenues:  The  Commonwealth  is  able  to  control  the  ongoing 
revenues  it  receives  through  the  wholesale  markup  (except  in  the  wholesale/retail  privatization 
cases)  and  the  excise  tax.  In  the  case  of  retail  privatization,  we  assumed  that  the  excise  tax  would 
remain  unchanged  at  18  percent  and  considered  a variety  of  different  wholesale  markup  levels  (see 
Appendix  I for  discussion  of  how  wholesale  and  retail  markups  were  selected).  Lower  wholesale 
markups  lead  to  lower  prices  and  increased  unit  sales,  but  less  overall  revenues  to  the 
Commonwealth  in  the  form  of  PLCB  revenues  and  taxes.  Even  with  the  increase  in  sales,  excise 
taxes  decrease  because  they  are  assessed  against  a lower  base  price.  Conversely,  higher 
wholesale  markups  lead  to  inaeased  revenues  to  the  Commonwealth.  In  the  wholesale/retail 
privatization  scenarios,  the  Commonwealth  no  longer  collects  wholesale  markups  and  receives  only 
tax  revenues.  Therefore,  in  these  cases,  the  selected  tax  rate  is  the  main  determinant  of  the 
revenues  received  by  the  Commonwealth.  Clearly,  in  all  privatization  scenarios  (and  the  Baseline 
case)  the  Commonwealth  exercises  no  control  over  the  increase  or  decrease  in  sales  and  sales 
revenue  that  occur  independent  of  price  changes. 

• Effects  of  Markups  and  Taxes  on  Prices:  Under  retail  privatization,  the  Commonwealth  will 
continue  to  exercise  some  level  of  control  over  the  price  the  public  will  pay  through  the  wholesale 
markup  and  the  excise  tax.  In  all  cases  except  agency  store  systems,  the  private  sector  will  control 
the  markup  at  the  retail  level.  Nonetheless,  in  the  retail  privatization  cases,  the  wholesale  markup 
and  the  excise  tax  combined  determine  the  cost  of  goods  for  the  retailer  and,  therefore,  greatly 
impact  how  much  the  retailer  will  charge  at  the  counter.  For  example,  if  the  Commonwealth  charges 
a high  wholesale  markup,  the  retailer  will  be  forced  to  charge  high  prices  just  to  cover  his/her  cost  of 
goods.  On  the  other  hand,  if  the  Commonwealth  charges  a low  markup,  the  retailer  can  keep  the 
price  relatively  low  and  still  be  able  to  make  a profit.  In  the  wholesale/retail  privatization  scenarios, 
the  Commonwealth  only  detennines  the  excise  tax  which  enters  into  the  cost  of  goods  to  the 
wholesaler  and  retailer.  High  excise  tax  rates  in  the  wholesale/retail  cases  will  cause  final  retail 
prices  to  be  relatively  high  as  both  the  wholesaler  and  the  retailer  will  be  applying  their  own  markups 
on  top  of  the  tax. 

• Effects  of  Regulatory  Control:  The  Commonwealth  will  also  exercise  some  level  of  control  over 
prices  through  the  regulatory  structure.  Limitations  as  to  how  the  retailer  can  operate  have  a large 
impact  on  the  cost  structure  of  the  retailer  and,  therefore,  how  much  of  a markup  the  retailer  will 
need  to  charge.  For  example,  if  the  Commonwealth  limits  the  type  of  products  that  may  be  sold  in  a 
private  retail  outlet,  the  retailer  will  be  forced  to  charge  high  prices  just  to  cover  his/her  cost  of 
running  the  store.  On  the  other  hand,  if  the  Commonwealth  allows  supermarkets  to  be  wine  and 
spirits  joutlets,  the  retailer  may  have  a lower  cost  structure  and  be  able  to  charge  less  at  the  counter. 
In  the  case  of  an  IPO,  the  corporation  would  become  a monopolist  within  the  Commonwealth  which 
could  allow  them  to  charge  much  higher  prices  at  the  retail  level  since  they  do  not  have  to  adjust  for 
competition. 

• Effects  of  Number  of  Outlets:  The  number  of  outlets  are  also  an  elennent  of  control  for  the 
Commonwealth.  In  all  privatization  cases,  the  Commonwealth  may  decide  how  many  retail  outlets 
or  licensees  to  allow.  This  will  have  an  impact  on  both  the  prices  barged  and  the  revenues 
received.  A higher  number  of  outlets  will  lead  to  greater  competition  and  a probable  drop  in  prices. 

In  addition,  an  increase  in  the  number  of  outlets  may  offer  more  revenues  to  the  Commonwealth  in 
the  form  of  increased  license  fees. 

Each  of  these  areas  is  highlighted  in  the  analysis  of  results  for  each  scenario  that  follows. 
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3.3  Wholesale  and  Retail  Privatization  Scenarios 

For  the  wholesale/retail  privatization  cases,  we  assumed  that  the  PLCB  would  exit  both  the  wholesale 
and  retail  sides  of  the  business.  The  PLCB  would  continue  to  exist,  however,  performing  such  duties  as 
monitoring,  licensing,  running  alcohol  awareness  programs,  etc.  In  analyzing  the  options  for 
wholesale/retail  privatization,  we  considered  two  general  approaches.  The  first  approach  looks  at 
licensing  wholesale  and  retail  operations  to  multiple  vendors  who  would  compete  with  each  other  in  the 
market  place.  The  second  approach  analyzes  the  effects  of  selling  the  wholesale  business  to  a group  of 
investors  through  an  initial  public  offering  (IPO)  and  having  the  resulting  corporation  issue  licenses  or 
franchises  for  retail  sales. 


Wholesale  and  Retail  Licensing 


In  this  case,  we  assumed  that  the  PLCB  would  sell  both  wholesale  and  retail  licenses  (limited  only  by 
market  conditions),  thereby  generating  annual  licensing  revenues  for  the  PLCB.  Both  wholesale  and 
final  retail  prices  would  be  determined  by  supply  and  demand  conditions.  The  Commonwealth  would  set 
the  excise  tax  rate  and  continue  to  receive  tax  revenues,  although  we  assumed  that  the  current  excise 
tax  would  be  changed  to  a volume-based  gallonage  tax.'  The  gallonage  tax  rates  of  $3.25/gallon  for 
wine  and  $6.75/gallon  for  spirits  were  chosen  to  approximate  the  excise  taxes  received  in  the  Baseline 
case.  These  gallonage  taxes  would  be  the  highest  currently  charged  in  the  country  (see  Appendix  I for 
discussion  of  gallonage  tax  rates)  and  would  substantially  increase  the  cost  of  goods  for  the  wholesaler. 
The  Commonwealth  would  continue  to  assess  state  and  local  sales  taxes.  The  wholesale  and  retail 
markups  assumed  are  based  upon  industry  averages  and  experience  in  related  states  and  then  were 
adjusted  downward  to  reflect  the  higher  base  price  upon  which  the  wholesaler  and  retailer  would  be 
applying  their  markups  in  this  case.  The  major  assumptions  are  as  follows; 


Wholesale  License  Fees: 

Retail  License  Fees; 

Franchise  Auction  Proceeds: 

Private  Wholesale  Markup: 
Gallonage  Tax: 

Retail  Markup: 

Total  Retail  Licenses  Available; 
Total  Wholesale  Licenses  Available: 


$7,000  per  license  per  annum 
$5,000  per  license  per  annum 
none 

27%  for  wine;  24%  for  spirits 
$3.25/g  for  wine;  $6.75/g  for  spirits 
22%  for  wine;  20%  for  spirits 
unlimited 
unlimited 


The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  in  this  scenario. 


Every  license  state  in  the  US  uses  a gallonage  based  tax  rather  than  a value  based  excise  tax.  A gallonage  tax 
is  easier  to  administer  in  cases  such  as  these  where  neither  the  Commonwealth  or  the  PLCB  ever  takes 
possession  of  the  inventory.  For  a more  extensive  discussion  of  the  issue  and  our  assumptions,  please  see 
Appendix  I. 
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Pricing  (example):  Wholesale/Retail  Licensing 

COGS=^ 

Add  gallonage 

Apply  wholesale 

Apply  retail 

Apply  sales 

Apply  local 

FINAL  PRICE 

1/2  gall  wine 

tax  of  $3.25/g 

markup  of  27% 

markup  of  22% 

tax  of  6% 

sales  tax  of  1%  TO  CONSUMER 

$4.60-^ 

+$1.63-> 

+$1.68-> 

+$1.74-^ 

+$0.58-^ 

+$0.10-^ 

$10.32 

Given  these  assumptions,  the  results  are  as  follows: 

$ (642.80)  million 
$ (36.65)  million 

4.19%  for  wine;  9.09%  for  spirits 
3,255 
60 


• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• Initial  Average  Price  Changes 

• Total  Retail  Outlets 

• Total  Wholesale  Licensees: 


Although  an  unlimited  number  of  retail  licenses  and  wholesale  licenses  would  be  made  available  in  this 
scenario,  we  estimate  that  there  will  be  interest  in  the  market  for  approximately  3,255  retail  licenses  and 
60  wholesale  licenses.  Our  assessment  of  the  number  of  retail  licenses  is  based  on  an  average  rate  of 
outlets  per  population  in  states  with  similar  retail  licensing  structures.  The  retail  license  fees  are  based 
on  the  average  fee  instituted  in  Iowa  subsequent  to  their  recent  retail  privatization  efforts.  The  expected 
number  of  wholesalers  and  wholesale  license  fees  are  based  on  the  experience  in  neighboring  New 
York  and  New  Jersey,  which  both  have  wholesale  and  retail  licensing  systems  (see  Appendix  I for 
discussion  of  retail  and  wholesale  outlets  and  license  fees). 

The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 


Wholesaie/Retail  Licensing  vs.  Baseline 
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The  overall  financial  value  to  the  Commonwealth  is  substantially  lower  than  the  Baseline  in  this  scenario 
for  several  reasons.  First,  the  PLCB  generates  much  lower  revenues  to  cover  their  ongoing  agency 


Cost  of  goods  sold  (COGS)  is  the  amount  paid  to  the  manufacturer  to  purchase  inventory. 
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expenses  than  in  the  Baseline  case,  thereby  transferring  less  cash  flows  to  the  Commonwealth.  The 
PLCB  no  longer  benefits  from  the  actual  sale  of  wine  or  spirits.  Instead,  the  sole  source  of  revenues  to 
the  PLCB  comes  from  licenses  while  the  PLCB  continues  to  bear  the  cost  burden  of  licensing, 
enforcement  and  education.  In  the  first  year,  the  PLCB  also  incurs  one  time  transition  expenses  to  cover 
sick  and  annual  leave  payout,  unemployment  expenses,  and  the  general  costs  of  shutting  down  stores 
which  amount  in  total  to  approximately  $31  million.’ 

In  this  case,  the  Commonwealth  also  loses  approximately  $20  million  per  year  in  tax  revenues.  This 
situation  arises  because  of  the  substitution  of  a gallonage  tax  for  an  1 8 percent  value-based  tax.  The 
gallonage  tax  is  a fiat  tax  which  does  not  increase  with  inflation  or  as  markups  applied  by  the  wholesaler 
or  retailer  change.  If  the  Commonwealth  were  to  increase  tax  rates  to  force  tax  revenues  up,  prices 
under  this  scenario  rise  dramatically  because  the  cost  of  goods  sold  to  wholesalers  and  retailers 
becomes  very  high. 

Initial  Public  Offering  (IPO)  with  Retail  Licensing 

In  both  of  the  IPO  scenarios,  we  assumed  that  the  Commonwealth  would  convert  the  entire 
wholesale/retail  system  to  a state-owned  corporation,  and  then  sell  off  ownership  for  this  corporation 
through  an  initial  public  offering  (IPO)  of  stock.  In  these  scenarios,  we  considered  only  the  financial 
implications  of  an  IPO  approach  and  did  not  take  into  account  the  antitrust  and  other  legal  issues  we 
believe  are  likely  to  be  raised  by  the  sale  of  monopoly  control  of  wine  and  spirits  in  the  Commonwealth 
to  a single,  private  entity. 

This  sale  generates  initial  cash  flows  to  the  Commonwealth  equal  to  the  value  of  the  exclusivity  rights  to 
investors.  Specifically,  the  price  that  investors  are  willing  to  pay  for  the  system  is  inversely  related  to  the 
level  of  competition  they  will  face  in  the  industry.  In  the  IPO  scenarios  considered  here,  the  IPO 
corporation  is  assumed  to  be  the  only  wholesaler  in  the  Commonwealth. 

Under  the  IPO  License  scenario,  the  IPO  corporation  would  grant  licenses  to  independent  retailers  to 
distribute  wine  and  spirits,  appropriating  the  resulting  license  fees  On  contrast  to  the  retail-only 
privatization  cases  discussed  below,  where  these  fees  would  accrue  to  the  PLCB/Commonwealth).  The 
key  to  this  scenario  is  the  actual  expected  value  of  proceeds  from  the  IPO.  We  used  the  following 
assumptions  to  estimate  that  value  and  the  value  of  the  scenario  to  the  Commonwealth.*  The 
assumptions  used  for  wholesale  and  retail  markups  and  gallonage  tax  rates  are  unchanged  from  the 
Wholesale  and  Retail  Licensing  scenario. 

• Retail  Ucense  Fees: 

• Franchise  Auction  Proceeds: 

• Private  Wholesale  Markup: 

• Gallonage  Tax: 

• Retail  Markup: 

• Total  Retail  Licenses  Available: 

• Pennsylvania  Corporate  Tax  Rate: 

• Federal  Tax  Rate: 

• IPO  Discount  Rate: 


$5,000  per  license  per  annum 
none 

27%  for  wine;  24%  for  spirits 
$3.25/g  for  wine;  $6.75/g  for  spirits 
22%  for  wine;  20%  for  spirrts 
unlimited 
9.99% 

35% 

12%s 


These  expenses  are  incurred  in  all  privatization  scenarios  and  are  detailed  in  Appendix  I. 

The  PLCB  in  both  IPO  cases  no  longer  has  any  significant  relevance.  It  still  exists  to  handle  on-premise 
licensing,  alcohol  education  and  enforcement,  but  it  no  longer  has  any  real  revenue  stream  and  essentially 
becomes  a Commonwealth  expense. 

The  discount  rate  is  used  to  determine  the  net  present  value  of  the  IPO,  which  is  the  current  value  of  all  future 
expected  cash  flows  from  the  operations  of  the  IPO.  The  rate  selected  is  based  on  discount  rates  used  for 
similar  government  and  privatization  projects  and  was  reviewed  by  the  Commonwealth’s  Office  of  the  Budget. 
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The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  in  this  scenario. 


Pricing  (example):  IPO  with  Retail  Licensing 

COGS 

Add  gallonage 

Apply  wholesale 

Apply  retail 

Apply  sales 

Apply  local 

FINAL  PRICE 

1/2  gall  wine 

tax  of  $3.25/g 

markup  of  27% 

markup  of  22% 

tax  of  6% 

sales  tax  of  1% 

TO  CONSUMER 

$4.60-> 

+$1.63-> 

+$1.68-> 

+$1.74-> 

+$0.58 — > 

+$0.10-»> 

$10.32 

Based  on  these  assumptions,  we  obtained  the  following  results; 


• Market  Value  of  IPO 

• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• Initial  Average  Price  Changes 

• Total  Retail  Outlets 


$ 649  million 
$ (223.71)  million 
$ 592.50  million 

4.19%  for  wine;  9.09%  for  spirits 
3,255 


The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 


In  this  case  the  $649  million  from  the  IPO  is  transferred  directly  to  the  Commonwealth  in  Year  1 . The 
Commonwealth  also  benefits  from  the  approximately  $14.5  million  in  annual  corporate  income  taxes 
paid  by  the  IPO  corporation.  However,  annual  cash  flows  in  years  two  through  ten  and  the  total  of  cash 
flows  to  the  Commonwealth  decreases  slightly  in  comparison  to  the  Baseline  due  to  the  decrease  in  tax 
revenues  as  discussed  above.  In  addition,  the  Commonwealth  incurs  $2  million  a year  in  additional 
regulatory  costs  of  administering  the  gallonage  tax  and  monitoring  the  IPO  corporation. 

Initial  Public  Offering  (IPO)  with  Retail  Franchising 

Under  the  franchise  system,  the  IPO  corporation  would  auction  off  franchises  to  retailers,  generating 
auction  proceeds  for  the  sale  of  rights  to  operate  retail  outlets  for  a specified  time  period.  In  contrast  to 
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the  retail  franchise  privatization  cases  discussed  below,  the  IPO  corporation,  not  the  Commonwealth, 
would  be  the  recipient  of  these  franchise  auction  fees.  The  assumptions  and  implications  of  this  case  do 
not  differ  substantially  from  the  IPO  Licensing  scenario,  with  the  exception  of  retail  markups  which  are 
higher  to  allow  franchisees  to  offset  their  up-front  investment: 


Retail  License  Fees: 

Franchise  Auction  Proceeds: 
Private  Wholesale  Markup: 
Gallonage  Tax: 

Retail  Markup: 

Total  Retail  Franchises  Available: 
Pennsylvania  Corporate  Tax  Rate: 
Federal  Tax  Rate: 

IPO  Discount  Rate: 


None 

28.8%  of  previous  year’s  sales 
27%  for  wine;  24%  for  spirits 
$3.25/g  for  wine;  $6.75/g  for  spirits 
25%  for  wine;  22%  for  spirits 
665 
9.99% 

35% 

12% 


The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  in  this  scenario. 


Pricing  (example):  IPO  with  Retail  Franchising 

COGS 

Add  gallonage 

Apply  wholesale 

Apply  retail 

Apply  sales 

Apply  local 

FINAL  PRICE 

1/2  gall  wine 

tax  of  $3.25/g 

markup  of  27% 

markup  of  25% 

tax  of  6% 

sales  tax  of  1% 

TO  CONSUMER 

$4.60-» 

+$1.63-> 

+$1.68-> 

+$1 .9S-^ 

+$0.59-> 

+$0.1 0-> 

$10.57 

Based  on  these  assumptions,  we  obtained  the  following  results; 


• Market  Value  of  IPO 

• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• Initial  Average  Price  Changes 

• Total  Retail  Outlets 


$ 606  million 
$ (292.08)  million 
$ 551.23  million 

6.75%  for  wine;  10.90%  for  spirits 
665 


The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 
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IPO  With  Retail  Franchising  vs.  Baseline 
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The  slight  differences  in  results  between  this  scenario  and  the  IPO  with  Licensing  scenario  stem  mainly 
from  the  price  increases  in  the  Franchise  scenario.  Prices  increase  because  the  retail  markups  need  to 
be  higher  to  allow  franchisers  the  opportunity  to  earn  a return  on  their  franchise  investment.  This  results 
in  a decrease  in  unit  sales  and  a resulting  decrease  in  the  tax  revenues  earned.  However,  most  other 
characteristics  associated  with  the  License  IPO  scenario  also  hold  true  for  this  scenario. 

It  is  important  to  note  that  while  both  of  the  IPO  cases  do  produce  some  decline  in  10-Year  Total 
revenues  in  comparison  to  the  Baseline,  the  major  difference  between  the  IPO  scenarios  and  the 
Baseline  scenario  is  largely  in  the  timing  of  the  cash  flows  to  the  Commonwealth  (i.e.,  high  up-front  cash 
from  the  IPO  and  lower  future  cash  flows  versus  ongoing  constant  cash  flows  in  the  Baseline). 


Privatization  Scenarios 


Page  25 


Privatization  Analysis  of  the 
Pennsylvania  Wine  and  Spirits  Industry 


3.4  Retail  Privatization  Scenarios  (\Vine  and  Spirits) 

Under  the  retail  privatization  scenarios,  we  examined  three  general  types  of  privatization  approaches: 
retail  license  systems,  retail  franchise  systems  and  retail  agency  systems.  Each  approach  assumes  that 
the  PLCB  maintains  its  current  wholesale  operations  and  exits  the  retail  market  completely  by  closing  its 
“state  stores’.  These  options  ensure  that  the  Commonwealth  retains  control  over  markups  on  wholesale 
transactions  and  allow  the  Commonwealth  to  exercise  varying  degrees  of  control  over  the  retail 
environment.  Retail  privatization  (wine  and  spirits)  scenarios  generally  offer  the  Commonwealth  reduced 
operating  expenses  and  the  opportunity  to  obtain  increased  cash  flows  through  license,  franchise 
auction  and  royalty  fees. 

3.4a  Retail  Licenses 

Under  these  scenarios,  the  PLCB  will  grant  licenses  to  retailers,  who  will  then  be  free  to  set  their  own 
markups/prices.  Within  the  retail  license  structure,  we  considered  a range  of  scenarios  in  which  the 
Commonwealth  exercises  varying  degrees  of  control  on  the  retail  environment. 

License  System  - Low  Control 

Under  the  Low  Control  scenario,  the  PLCB  would  grant  a (potentially)  unlimited  number  of  licenses, 
although  the  actual  number  will  be  detennined  by  market  conditions.  This  system  is  similar  to  the  one 
used  to  privatize  Iowa’s  retail  network  in  1987.  The  Low  Control  scenario  demonstrates  the 
characteristics  and  financial  ramifications  of  an  industry  structure  in  which  the  Commonwealth  has  little 
or  no  control  over  the  number  or  type  of  licenses,  products  sold  at  retail  outlets,  or  prices  charged. 
Possible  licensees  include  grocery  stores,  current  Pennsylvania  beer  distributors,  and  other  existing  or 
new  retail  establishments.  As  retailers  are  not  constraint  by  stringent  requirements,  we  estimate  that 
the  average  retail  markup  will  be  22%,  which  is  relatively  low  by  industry  standards.  Details  on  how  we 
arrived  at  these  markups  are  in  Appendix  I. 

As  in  the  Wholesale/Retail  Licenses  scenario  above,  we  assumed  licenses  would  be  granted  for  3,255 
retail  outlets  based  on  the  percentage  per  population  in  similar  surrounding  states.  The  cost  of  each 
license  would  also  be  based  on  the  average  fee  instituted  in  the  Iowa  privatization.  The  following  are 
our  assumptions  for  this  scenario; 

• Retail  License  Fees:  $5,000  per  license  per  annum 

• PLCB  Wholesale  Markup:  27%  for  wine  and  spirits 

• Excise  Tax:  18% 

• Retail  Markup:  22%  for  wine  and  spirits 

• Total  Retail  Licenses  Available:  unlimited 

The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  in  this  scenario. 


Pricing  (example):  License  System  • Low  Control 

COGS 

Apply  wholesale  Apply  excise 

Apply  retail 

Apply  sales 

Apply  local 

FINAL  PRICE 

% gall  wine 

markup  of  27%  tax  of  1 8% 

markup  of  22% 

tax  of  6% 

sales  tax  of  1 % 

TO  CONSUMER 

$4.6(M- 

+$1.24->  +$1.05-^ 

+$1.52-». 

+$0.50-> 

+$0.08-> 

$9.00 
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With  these  assumptions,  the  results  are  as  follows; 

$ 600.02  million 
$ 12.36  million 

-2.89%  for  wine;  6.87%  for  spirits 
3,255 


• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• Initial  Average  Price  Changes 

• Total  Retail  Outlets 


The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 


In  this  scenario,  the  cash  flows  to  the  Commonwealth  increase  significantly  from  the  Baseline  as  a result 
of  maintaining  a wholesale  markup  roughly  comparable  to  the  current  markup,  but  eliminating  all  of  the 
costs  associated  with  operating  the  retail  network.  The  only  exception  to  this  result  is  in  Year  1 when 
the  Commonwealth  incurs  $30  million  in  transition  costs.  In  addition,  license  fees  increase,  although  this 
is  largely  offset  by  the  increase  in  enforcement  to  cover  the  new  outlets. 

Excise  tax  revenues  decline  compared  to  the  Baseline  because  of  the  new  way  in  which  prices  are 
calculated.  The  18  percent  tax  comes  on  top  of  a decreased  wholesale  markup  (down  to  27  percent 
from  30  percent)  and  no  OCC.  In  addition,  although  wine  sales  grow  due  to  a decrease  in  wine  prices, 
higher  spirits  prices  cause  a decrease  in  spirits  sales  which  more  than  offset  the  gain  in  wine  sales  (see 
Appendix  I for  a complete  discussion  of  these  elasticity  effects).  Overall,  however,  the  reduction  in 
operating  expenses  for  the  PLCB  more  than  compensates  for  the  loss  in  sales  revenues  and  excise 
taxes. 


Ucense  System  - Medium  Control 

The  Medium  Control  scenario  assumes  a situation  in  which  the  PLCB  exerts  a moderate  level  of  control 
over  the  retail  licensees  by  establishing  parameters  on  who  may  obtain  licenses  and  the  percentage  of 
sales  from  non-wine  and/or  spirits  products.  As  a result,  we  estimate  that  retailers  v^ll  need  to  increase 
their  markup  from  22%  to  25®/o  to  adjust  for  their  reduced  flexibility  in  distributing  costs  across  product 
lines  and  other  economies  of  scale.  We  also  assume  that  there  vrill  be  less  of  a market  for  licensees 
under  the  more  restrictive  scenario,  resulting  in  fewer  retail  outlets.  The  number  of  retail  licensees 
expected  is  based  on  an  average  of  the  Low  Control  3,255  outlets  and  the  High  Control  1 ,200  outlets 
assumed  (see  next  scenario).  The  assumptions  under  this  scenario  are  otherwise  similar  to  the  Low 
Control  scenario: 
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Retail  License  Fees: 

PLCB  Wholesale  Markup: 
Excise  Tax: 

Retail  Markup: 

Total  Retail  Licenses  Available: 


$5,000  per  license  per  annum 
27%  for  wine  and  spirits 
18% 

25%  for  wine  and  spirits 
unlimited 


The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  in  this  scenario. 


Pricing  (example): 

License  System  - Medium  Control 

COGS 

Apply  wholesale  Apply  excise 

Apply  retail 

Apply  sales 

Apply  local 

FINAL  PRICE 

% gall  wine 

markup  of  27%  tax  of  1 8% 

markup  of  25% 

tax  of  6% 

sales  tax  of  1 % 

TO  CONSUMER 

$4.6(M- 

+$1.24-).  +$1.05-). 

+$1.72-) 

+$0.52-) 

+$0.09-) 

$9.22 

With  these  assumptions,  the  results  are  as  follows: 

$ 516.59  million 
$ 4.43  million 

-0.50%  for  wine;  9.50%  for  spirits 

2,200 


• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• Initial  Average  Price  Changes 

• Total  Retail  Outlets 


The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 


The  primary  drivers  causing  the  slight  decrease  in  cash  flow  to  the  Commonwealth  compared  to  the  Low 
Control  results  are  a decreased  wholesale  markup  and  slightly  dampened  sales.  The  issues  are  in  large 
part  related.  Retail  markups  are  increasing  to  allow  retailers  a larger  margin  under  which  to  op>erate 
since  they  are  restricted  in  being  able  to  capitalize  on  sales  of  other  products  or  additions  to  existing 
retail  space.  Nonetheless,  the  cash  flows  to  the  Commonwealth  in  this  scenario  are  significantly  higher 
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than  in  the  Baseline  case  due  to  the  virtual  elimination  of  retail  operating  costs,  as  in  the  Low  Control 
scenario. 


License  System  - High  Control 

In  comparison  to  the  two  previous  cases,  under  the  High  Control  scenarios,  the  PLCB  would  only  grant 
licenses  to  establishments  which  derived  90  percent  or  more  of  their  revenues  from  the  sale  of  wine 
and/or  spirits.  This  approach  limits  the  ability  of  grocery  stores  and  other  similar  establishments  to  enter 
the  market  and  changes  the  market  parameters.  This  system  is  similar  to  the  one  used  to  privatize  the 
retail  system  in  Alberta,  Canada  in  1993.  We  assume  that  the  limitations  of  this  new  market  will  cause 
retailers  to  increase  their  markups  to  even  higher  levels  than  the  Medium  Control  case.  As  in  the 
Medium  Control  scenario,  the  increase  in  restrictions  results  in  a reduced  number  of  licensees,  due  to 
the  limit  in  retail  options.  We  assumed  that  the  number  of  retailers  applying  for  licenses  under  a "High 
Control"  environment  would  approximate  the  current  number  of  retail  beer  distributors  (1 ,100)  in 
Pennsylvania  plus  some  allowance  for  new  market  entrants  (see  Appendix  I for  detailed  discussion). 
Other  scenario  assumptions  are  as  follows; 

• Retail  License  Fees:  $5,000  per  license  per  annum 

• PLCB  Wholesale  Markup;  27%  for  wine;  25%  for  spirits 

• Excise  Tax;  18% 

• Retail  Markup:  28%  for  wine;  27%  for  spirits 

• Total  Retail  Licenses  Available;  unlimited 


The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  in  this  scenario. 


Pricing  (example):  License  System  - High  Control 

COGS 

Apply  wholesale  Apply  excise 

Apply  retail 

Apply  sales 

Apply  local 

FINAL  PRICE 

'A  gall  wine 

markup  of  27%  tax  of  1 8% 

markup  of  28% 

tax  of  6% 

sales  tax  of  1 % 

TO  CONSUMER 

$4.60-> 

+$1.24->  +$1.05-+ 

+$1.93-+ 

+$0.53-> 

+$0.09-> 

$9.44 

With  these  assumptions,  the  results  are: 

• Ten  Year  Cash  Flows  - Difference  from  Baseline  $ 406.28  million 

• First  Year  Cash  Flows  - Difference  from  Baseline  $ (6.39)  million 

• Initial  Average  Price  Changes  1 .89%  for  wine;  9.50%  for  spirits 

• Total  Retail  Outlets  1,200 

The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 
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As  in  the  Medium  Control  scenario,  the  primary  drivers  causing  the  decrease  in  cash  flow  to  the 
Commonwealth  compared  to  the  Low  Control  scenario  are  a further  decreased  wholesale  markup  and 
reduced  sales.  Furthermore,  in  this  case,  in  order  to  keep  prices  from  increasing  drastically,  the  PLCB  is 
forced  to  lower  wholesale  markups  slightly  to  offset  greater  elasticity  effects.  However,  even  with 
lowering  markups  in  spirits  by  2 percent  at  the  wholesale  level,  prices  are  still  increasing  thus  lowering 
demand  somewhat.  License  fee  revenues  also  decrease  due  to  the  fewer  absolute  number  of  outlets. 

License  System  - Price  Neutral 

This  scenario  differs  from  the  previous  scenario  (High  Control)  in  that  it  forces  wholesale  markups  down 
in  order  to  maintain  prices  at  approximately  the  Baseline  level  and  keeps  the  number  of  outlets  at  665. 
The  assumptions  used  for  this  scenario  are: 

• Retail  License  Fees:  $5,000  per  license  per  annum 

• PLCB  Wholesale  Markup:  25%  for  wine;  18%  for  spirits 

• Excise  Tax:  18% 

• Retail  Markup:  27%  for  wine:  23%  for  spirits 

• Total  Retail  Licenses  Available:  665 

The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  in  this  scenario. 


Pricing  (example):  License  System  - Price  Neutral 

COGS 

Apply  wholesale  Apply  excise 

Apply  retail 

Apply  sales 

Apply  local 

FINAL  PRICE 

Vi  gall  wine 

markup  of  25%  tax  of  1 8% 

markup  of  27% 

tax  of  6% 

sales  tax  of  1% 

TO  CONSUMER 

$4.60-^ 

+$1.1 5-»  +S1.04-+ 

+$1.83-» 

+$0.52^ 

+$0.09-+ 

S9.22 
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With  these  assumptions,  the  results  are; 

• Ten  Year  Cash  Flows  - Difference  from  Baseline  $ 239.30  million 

• First  Year  Cash  Flows  - Difference  from  Baseline  $ (23.14)  million 

• Initial  Average  Price  Changes  approximately  zero  for  both  wine  and  spirits 

• Total  Retail  Outlets  665 

The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 


The  financial  impact  of  keeping  prices  essentially  status  quo  is  significant.  Although  total  cash  flows  to 
the  State  over  the  10  year  period  are  better  in  this  scenario  than  in  the  Baseline,  in  1997,  the 
Commonwealth  is  predicted  to  lose  money  compared  to  the  Baseline  primarily  as  a result  of  the  $30 
million  in  transition  costs  associated  with  all  privatization  scenarios.  In  all  future  years,  this  scenario 
provides  increased  transfers  when  compared  to  the  Baseline,  but  is  still  lower  than  all  other  license 
cases  due  to  the  lower  wholesale  markups  charged  and  taxes  that  are  being  assessed  against  a lower 
price  base. 
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3.4b  Retail  Franchises 


Under  these  scenarios,  the  PLCB  will  auction  franchise  rights  to  wine  and/or  spirits  retailers,  thereby 
generating  “up-fronf  revenues.  We  assume  that  each  purchaser  would  obtain  the  rights  to  operate  their 
franchise  for  a 10-year  period  (1997-2006)  with  a set  number  of  franchises  available  across  the 
Commonwealth  frfthe  franchise  period  or  number  of  franchises  is  changed,  the  value  and  timing  of  the 
auction  proceeds  would  change  as  well).  In  addition  to  generating  up-front  auction  proceeds,  each 
franchise  would  be  subject  to  an  annual  fee.  This  fee  may  be  in  the  form  of  a flat  license  fee  or  a royalty 
fee,  which  is  based  on  percentage  of  sales  (for  more  discussion  of  franchise  and  license  fees,  see 
Appendix  I).  As  in  the  license  system  cases  described  above,  these  franchises  would  be  free  to  set  their 
own  retail  markups/prices. 

Franchise  System  - Low  Markup 

In  the  Low  Markup  case,  we  assumed  that  the  PLCB  would  charge  a relatively  low  wholesale  markup, 
comesponding  to  the  markup  charged  in  West  Virginia  when  it  privatized  its  retail  system  through  a 
franchise  auction  in  1991 . As  in  West  Virginia,  the  low  markup  is  expected  to  produce  a significant  drop 
in  prices.  We  assumed  that  665  franchises  would  be  made  available,  the  approximate  current  number  of 
retail  “state  store’  outlets.  The  license  fees  estimated  here  are  also  based  on  the  rates  implemented  in 
West  Virginia.  Other  assumptions  for  this  scenario  are  also  based  primarily  on  the  experiences  of  West 
Virginia: 


• Retail  License  Fees: 

• Franchise  Auction  Proceeds: 

• PLCB  Wholesale  Markup: 

• Excise  Tax: 

• Retail  Markup: 

• Total  Retail  Licenses  Available: 


$1 ,000  per  license  per  annum 
28.8%  of  the  previous  year's  pre-tax  sales 
$198.45  million 
8%  for  wine  and  spirits 
18% 

25%  for  wine  and  spirits 
665 


The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  in  this  scenario. 


Pricing  (example):  Franchise  System  • Low  Markup 

COGS 

14  gall  wine 

Apply  wholesale  Apply  excise  Apply  retail 
markup  of  8%  tax  of  1 8%  markup  of  25% 

Apply  sales 
tax  of  6% 

Apply  local 
sales  tax  of  1% 

FINAL  PRICE 

TO  CONSUMER 

$4.60-> 

+S0.37^  +$0.89-»  +$1.47-). 

+$0.44-> 

+$0.07-). 

$7.84 

With  these  assumptions,  the  results  are  as  follows: 

$ (282.07)  million 
$ 110.39  million 

-15.39%  for  wine;  -6.89%  for  spirits 
665 


• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• Initial  Average  Price  Changes 

• Total  Retail  Outlets 


The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 
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Although  the  Commonwealth  gains  from  the  over  $198  million  in  franchise  proceeds  that  are  generated 
under  this  scenario,  the  cash  flows  to  the  Commonwealth  are  negatively  impacted  by  the  extremely  low 
wholesale  markup.  For  this  reason,  we  examined  the  effect  of  increasing  the  wholesale  markups  below. 

Franchise  System  - Medium  Markup 

Under  the  Medium  Markup,  we  considered  the  effect  of  increasing  the  wholesale  markup  from  8%  to 
18%.  As  a result  of  this  increase,  we  expect  that  prices  will  increase  as  well  vis-a-vis  the  Retail 
Franchise  Low  Markup  case.  We  keep  all  the  other  assumptions  unchanged. 

The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  in  this  scenario. 


Pricing  (example): 

Franchise  System  - Medium  Markup 

COGS 

Apply  wholesale 

Apply  excise 

Apply  retail 

Apply  sales 

Apply  local 

FINAL  PRICE 

% gall  wine 

■ markup  of  18% 

tax  of  18% 

markup  of  25% 

tax  of  6% 

sales  tax  of  1% 

TO  CONSUMER 

$4.60-+ 

+$0.83-» 

+$0.98-+ 

+$1.60-+ 

+$0.48->- 

+$0.08-^ 

$8.57 

The  results  for  the  Medium  Markup  are  as  follows: 

• Ten  Year  Cash  Flows  - Difference  from  Baseline  $ 245.66  million 

• First  Year  Cash  Flows  - Difference  from  Baseline  $ 158.86  million 

• Initial  Average  Price  Changes  -7.55%  for  wine;  1 .74%  for  spirits 

• Total  Retail  Outlets  665 

The  following  chart  provides  a comparison  of  cash  flows  of  this  scenario  to  the  Baseline. 
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Due  to  the  increase  in  the  wholesale  markup,  this  scenario  provides  higher  total  10-year  cash  flows  to 
the  Commonwealth.  The  higher  wholesale  markup  compared  to  the  Low  Markup  case  has  the  combined 
effect  of  increasing  the  sales  revenues  to  the  PLCB,  as  well  as  increasing  the  price  base  and  thereby 
the  amount  received  in  taxes.  However,  compared  to  the  Baseline,  the  major  difference  is  the  $198 
million  received  in  up-front  auction  proceeds  and  the  elimination  of  all  operating  costs  associated  with 
the  retail  store  system. 


Franchise  System  - Medium  Markup  (1,500  stores) 

This  scenario  is  the  same  as  the  Retail  Franchise  Medium  Markup  presented  above  except  that  we 
consider  the  effect  of  allowing  1 ,500  retail  franchise  stores  to  enter  the  market.  The  increased  number 
of  entrants  into  the  market  will  cause  the  average  value  of  each  franchise  to  fall;  however,  the  sum  of  all 
auction  proceeds  combined  should  not  change  from  the  Medium  Markup  665  stores  case  since  it  will 
remain  equal  to  the  value  of  the  total  market.  All  other  assumptions  remain  the  same: 


• Retail  License  Fees: 

• Franchise  Auction  Proceeds: 

• PLCB  Wholesale  Markup: 

• Excise  Tax: 

• Retail  Markup: 

• Total  Retail  Licenses  Available: 


$1,000  per  license  per  annum 

28.8%  of  the  previous  year’s  pretax  sales 

$198.45  million 

18%  for  wine  and  spirits 

18% 

25%  for  wine  and  spirits 
1,500 


The  following  chart  describes  the  build-up  to  the  final  price  in  this  scenario. 
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Pricing  (example):  Franchise  System  - 

Medium  Markup  (1,500  stores) 

COGS 

Apply  wholesale 

Apply  excise 

Apply  retail 

Apply  sales 

Apply  local 

FINAL  PRICE 

Vz  gall  wine 

markup  of  18% 

tax  of  1 8% 

markup  of  25% 

tax  of  6% 

sales  tax  of  1% 

TO  CONSUMER 

$4.60-+ 

+$0.83-+ 

+$0.98-^ 

+$1.60-^ 

+$0.48-+ 

+$0.08-+ 

$8.57 

The  results  are  as  follows: 

• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• Initial  Average  Price  Changes 

• Total  Retail  Outlets 


$ 229.14  million 
$ 157.37  million 

-7.55%  for  wine:  1 .74%  for  spirits 
1,500 


The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 


The  difference  between  the  Medium  Markup  665  stores  scenario  and  the  Medium  Markup  1 ,500  stores 
scenario  is  negligible.  Both  demonstrate  high  up-front  revenues  from  the  sale  of  the  franchise  rights  and 
then  lower  but  steadily  growing  revenues  from  Year  2 onward.  Essentially,  sales  do  not  increase  in  this 
scenario,  but  are  simply  more  dispersed  among  the  new  higher  number  of  retailers.  Some  additional 
revenues  are  received  from  an  increase  in  license  fees.  As  in  the  Medium  Markup  665  stores  scenario, 
the  total  10-year  revenues  to  the  Commonwealth  are  slightly  higher  than  in  the  Baseline,  but  the 
difference  occurs  entirely  in  Year  1 with  the  influx  of  revenues  from  the  auction  proceeds. 

Franchise  System  - High  Markup 

To  consider  the  impact  of  the  high  end  of  the  markup  spectrum,  we  increased  the  wholesale  markup  to 
27%  and  kept  all  else  constant. 

The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  in  this  scenario. 
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Pricing  (example):  Franchise  System  - High  Markup 

COGS 
gall  wine 

Apply  wholesale  Apply  excise  Apply  retail 
markup  of  27%  tax  of  1 8%  markup  of  25% 

Apply  sales 
tax  of  6% 

Apply  local 
sales  tax  of  1 % 

FINAL  PRICE 

TO  CONSUMER 

$4.60-»^ 

+$1.24-).  +$1.05-+  +$1.72-). 

+$0.52-) 

+$0.09-+ 

$9.22 

The  results  were  as  follows: 

• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• Initial  Average  Price  Changes 

• Total  Retail  Outlets 


$ 651.78  million 
$ 196.3  million 

-0.50%  for  wine;  9.50%  for  spirits 
665 


The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 


By  increasing  the  markups  either  to  a medium  or  high  level,  the  franchising  approach  becomes  more 
comparable  to  the  retail  licensing  scenarios  in  terms  of  total  revenues  to  the  Commonwealth  over  the  1 0- 
year  period,  although  the  timing  of  these  transfers  is  very  different  The  Commonwealth  still  benefits 
from  the  $198  million  in  initial  proceeds,  but  does  trade  off  part  of  the  same  value  in  loss  of  long-term 
cash  flows.  In  fact,  with  the  wholesale  markup  on  the  higher  end  of  the  spectrum  (27%)  and  price 
increases  (especially  for  wine)  not  higher  than  in  other  scenarios,  the  taxes,  sales,  and  profit  transfers 
are  very  similar  to  the  licensing  scenarios.  The  difference  in  revenues  then  becomes  simply  the  initial 
up-front  value  of  the  franchise  auction.  As  discussed  in  the  executive  summary,  this  difference  is  critical 
in  considering  the  overall  value  of  each  option. 

The  three  basic  franchise  scenarios  above  (Low  Markup,  Medium  Markup  (665)  and  High  Markup) 
demonstrate  the  results  of  varying  only  the  wholesale  markup  within  the  basic  franchise  structure.  The 
additional  retail  franchise  scenarios  were  developed  to  consider  the  impact  of  a broader  variety  of 
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assumptions  and  pricing  structures,  such  as  the  range  of  expected  auction  proceeds,  additional  fees  on 
retailers,  and  different  price  levels. 

Franchise  System  - Price  Neutral 


This  scenario  is  the  same  as  the  Retail  Franchise  - High  Markup  except  we  adjusted  our  markup 
assumptions  to  produce  final  prices  that  are  similar  to  the  Baseline  case: 


• Retail  License  Fees; 

• Franchise  Auction  Proceeds; 

• PLCB  Wholesale  Markup: 

• Excise  Tax: 

• Retail  Markup: 

• Total  Retail  Licenses  Available: 


$1,000  per  license  per  annum 
28.8%  of  the  previous  year’s  pretax  sales 
$198.45  million 
25%  for  wine;  18%  for  spirits 
18% 

27%  for  wine;  23%  for  spirits 
665 


The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  in  this  scenario. 


Pricing  (example):  Franchise  System  - Price  Neutral 

COGS 

Apply  wholesale  Apply  excise 

Apply  retail  Apply  sales 

Apply  local 

FINAL  PRICE 

% gall  wine 

markup  of  25%  tax  of  1 8% 

markup  of  27%  tax  of  6% 

sales  tax  of  1% 

TO  CONSUMER 

$4.60-+ 

+1.15->  +1.04-+ 

+1.83-+  +0.52-+ 

+0.09-+ 

$9.22 

The  results  are  as  follows: 


• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• Initial  Average  Price  Changes 

• Total  Retail  Outlets 


$ 410.72  million 
$ 172.63  million 

approximately  zero  for  both  wine  and  spirits 
665 


The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 
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The  cash  flows  to  the  Commonwealth  are  lower  than  in  the  High  Markup  case  due  to  the  somewhat 
reduced  markups  and  prices,  but  still  greater  than  in  the  Baseline  scenario.  Again,  as  in  the  High 
Markup  scenario,  the  Commonwealth  benefits  from  the  up-front  auction  proceeds,  but  then  experiences 
much  lower  ongoing  cash  flows  in  Years  2 through  10.  In  this  scenario  as  opposed  to  the  High  Markup 
case,  the  public  will  most  likely  not  see  much  difference  in  the  prices  charged  at  the  retail  level. 

Franchise  System  - Current  Markup 

This  scenario  is  the  same  as  the  Franchise  System  - High  Markup  except  we  assume  that  the  wholesale 
markups  remain  approximately  the  same  as  the  PLCB  markups  in  the  Baseline  and  that  there  is  an 
additional  markup  of  23%  for  the  private  retailer,  which  approximates  the  average  retailer  markup. 
Although  the  PLCB  markups  will  remain  approximately  the  same,  the  retail  price  for  the  consumer  will 
increase  dramatically  as  the  retailer  is  applying  an  additional  markup  on  top  of  the  markups  at  the 
wholesale  level. 


• Retail  License  Fees: 

• Franchise  Auction  Proceeds: 

• PLCB  Wholesale  Markup: 

• Excise  Tax: 

• Retail  Markup: 

• Total  Retail  Licenses  Available: 


$1 ,000  per  license  per  annum 
28.8%  of  the  previous  year’s  pretax  sales 
$198.45  million 
60%  for  wine;  45%  for  spirits 
18% 

23%  for  wine  and  spirits 
665 


The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  in  this  scenario. 
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Pricing  (example): 

Franchise  System  - Current 

Markup 

COGS 

Apply  wholesale 

Apply  excise 

Apply  retail  Apply  sales 

Apply  local 

FINAL  PRICE 

% gall  wine 

markup  of  60% 

tax  of  1 8% 

markup  of  23%  tax  of  6% 

tax  of  1% 

TO  CONSUMER 

$4.60-> 

+$2.76-> 

+$1.32-> 

+S2.00->’  +$0.64-> 

+$0.11-^ 

$11.43 

The  results  are  as  follows: 

$ 1 ,532.32  million 
$ 276.14  million 

23.35%  for  wine;  23.01  % for  spirits 
665 


• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• Initial  Average  Price  Changes 

• Total  Retail  Outlets 


The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 


This  scenario  produces  significantly  larger  cash  flows  to  the  Commonwealth  compared  to  the  Baseline 
case  in  all  years.  As  in  the  other  franchise  scenarios,  the  Commonwealth  benefits  from  the  up-front 
franchise  fee  value.  In  addition,  the  annual  cash  flows  improve  over  the  Baseline  due  to  average  price 
increases  of  approximately  23%  for  both  wine  and  spirits.  Although  unit  sales  do  drop  in  response  to  the 
price  increases,  the  increased  revenues  obtained  from  higher  final  prices  and  the  value-based  taxes 
applied  to  those  prices  more  than  offset  the  drop  in  sales  volume. 

Franchise  System  - Royalty  (28.8%  Franchise  Value) 

In  this  scenario,  we  consider  the  option  of  charging  the  retailer  annual  royalty  fees,  which  are  a 
percentage  of  sales  rather  than  flat  annual  license  fees,  and  slightly  increasing  the  number  of  retail 
outlets  to  757,  which  is  historically  the  highest  number  of  outlets  the  Commonwealth  has  ever 
maintained.  In  addition,  we  selected  wholesale  and  related  retail  markups  which  keep  prices  at 
approximately  or  slightly  below  current  levels. 
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Based  on  further  discussions  with  the  Governor’s  office,  we  also  included  certain  additional  transition 
elements  that  were  not  considered  for  other  retail  privatization  scenarios.  First,  as  part  of  this  scenario, 
all  of  the  existing  PLCB  wine  and  spirits  inventory  is  sold  up>-front  in  a one-time  sale  to  clear  out 
inventory  from  both  the  stores  and  the  warehouse.  We  estimate  that  this  would  yield  approximately  $50 
million  in  Year  1 .*  In  addition,  based  on  additional  input  from  the  Office  of  Administration,  it  was 
determined  that  unemployment  levels  and  the  associated  costs  of  unemployment  insurance  for 
furloughed  employees  may  be  overstated.  In  this  scenario,  the  assumption  was  adjusted  to  reflect  the 
costs  of  a reasonable  number  of  furloughed  employees  receiving  insurance  for  an  average  of  16  weeks.’ 
In  addition,  the  Governor  has  developed  a Re-employment  Tax  Credit  that  will  provide  $1 ,000  per  year 
for  two  years  to  employers  for  each  former  state  employee  hired.  The  costs  of  this  tax  credit  program 
are  estimated  to  offeet  the  reduction  in  transition  unemployment  costs. 


• Royalty  Fees: 

• Franchise  Auction  Proceeds: 

• PLCB  Wholesale  Markup; 

• Excise  Tax; 

• Retail  Markup: 

• Total  Retail  Licenses  Available; 


1 % of  retail  sales  revenues 
28.8%  of  the  previous  year’s  pre-tax  sales 
$198.45  million 
25%  for  wine:  18%  for  spirits 
18% 

25%  for  wine;  21  % for  spirits 
757 


The  following  chart  describes  the  pricing  process  in  this  scenario  from  the  COGS  to  the  final  price  an 
individual  consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine. 


Pricing  (example):  Franchise  System  - Royalty  (28.8% 

Franchise  Value) 

COGS 

Apply  wholesale 

Apply  excise 

Apply  retail  Apply  sales 

Apply  local  FINAL  PRICE 

% gall  wine 

markup  of  25% 

tax  of  18% 

markup  of  25%  tax  of  6% 

sales  tax  of  1%  TO  CONSUMER 

$4.60-h> 

+S1.15-^> 

+$1.04-> 

+$1.70-»  +$0.51-^ 

+$0.08->  $9.07 

The  results  are  as  follows; 

• Ten  Year  Cash  Flows  - Difference  from  Baseline  $ 574.09  million 

• First  Year  Cash  Flows  - Difference  from  Baseline  $ 235.09  million 

• Initial  Average  Price  Changes  -2.07%  for  wine;  -1 .52%  for  spirits 

• Total  Retail  Outlets  757 

The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 


The  value  of  the  current  inventory  in  the  stores  and  warehouse  was  discounted  at  1 5%  to  approximate  the 
amount  of  revenue  that  would  be  obtained  from  a large  scale  one-time  inventory  sale. 

In  all  other  privatization  scenarios,  unemployment  costs  are  based  on  the  assumption  that  1 00  percent  of 
furloughed  employees  will  accrue  the  average  16  weeks  of  unemployment  benefits.  See  Appendix  I for  more 
discussion  of  transition  costs. 
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The  results  of  this  scenario  are  a slight  improvement  over  the  Franchise  System  - High  Markup  scenario. 
Here,  as  in  the  High  Markup,  the  scenario  offers  large  up-front  value  from  the  auction  proceeds  and 
ongoing  annual  revenues  that  are  somewhat  higher  than  those  in  the  Baseline.  In  addition,  the  royalty 
fee  structure  creates  approximately  $8  million  more  annually  than  the  flat  license  fees.  These  additional 
cash  flows  are  slightly  offset  by  the  drop  in  prices  which  inaease  unit  sales,  but  decrease  total  revenues 
and  taxes.  The  new  outlets  have  limited  impact  on  revenues  as  total  sales  levels  are  not  expected  to 
change  but  simply  are  redistributed  across  all  stores. 

Franchise  System  - Royalty  (40.0%  Franchise  Value) 

For  this  scenario,  we  considered  the  potential  for  the  Commonwealth  to  achieve  a higher  percentage  of 
annual  sales  in  up-front  auction  proceeds  than  the  28.8%  experienced  in  West  Virginia.  West  Virginia 
demographics  and  sales  projections  differ  significantly  from  those  of  Pennsylvania.  In  addition.  West 
Virginia  auctioned  off  only  liquor  rights  rather  than  the  wine  and  liquor  rights  proposed  for  Pennsylvania 
in  this  scenario.  Research  into  franchise  values  across  different  industries  indicates  a wide  range  of  fee 
percentages  and  distribution  between  up-front  and  annual  fees  (see  Appendbc  I for  research  results). 
Based  on  this  research  as  well  as  the  West  Virginia  experience,  we  conservatively  assumed  that  the 
Commonwealth  would  receive  40%  of  the  previous  year's  annual  sales  in  auction  proceeds.  As 
illustrated  by  the  table  below,  all  other  assumptions,  including  the  additional  revenues  from  the  inventory 
sale  and  the  change  in  unemployment  cost  calculations,  are  the  same  as  Franchise  System  - Royalty 
(28.8%  Franchise  Value): 


• Royalty  Fees: 

• Franchise  Auction  Proceeds: 

• PLCB  Wholesale  Markup: 

• Excise  Tax: 

• Retail  Markup: 

• Total  Retail  Licenses  Available: 


1%  of  retail  sales  revenues 
40%  of  the  previous  year’s  pretax  sales 
$275.63  million 
25%  for  wine;  18%  for  spirits 
18% 

25%  for  wine;  21%  for  spirits 
757 
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Pricing  (example):  Franchise  System  - Royalty  (40.0%  Franchise  Value) 


COGS  Apply  wholesale  Apply  excise  Apply  retail  Apply  sales 

gall  wine  markup  of  25%  tax  of  18%  markup  of  25%  tax  of  6% 


Apply  local  FINAL  PRICE 
sales  tax  of  1%  TO  CONSUMER 


$4.60->  +S1.15-> 


+S1.04->  +$1.70-^ 


+$0.51^  +$0.08-^ 


$9.07 


The  results  are  as  follows: 


• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• Initial  Average  Price  Changes 

• Total  Retail  Outlets 


$ 651 .27  million 
$ 312.27  million 

-2.07%  for  wine;  -1 .52%  for  spirits 
757 


The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 


The  cash  flow  to  the  Commonwealth  in  this  scenario  are  the  same  as  the  Franchise  System  - Royalty 
(28.8%  Franchise  Value)  scenario  except  in  Year  1 , when  the  Commonwealth  is  expected  to  receive  an 
additional  $77  million  in  auction  proceeds.  The  cash  flows  to  the  Commonwealth  in  Years  2 through  10 
otherwise  remain  unchanged. 
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3.4c  Agency  Stores 

Under  this  scenario,  the  PLCB  would  maintain  its  current  wholesale  and  retail  pricing  structure,  but  it 
would  exit  the  retail  business.  Instead  of  operating  state  stores,  the  PLCB  would  pay  retailers  a fixed 
commission  on  sales,  as  was  recently  done  in  Ohio  after  the  outsourcing  of  its  retail  system  in  1991. 
Retailers  may  come  from  a variety  of  sources  (e.g.,  grocery  stores,  beer  distributors,  etc.),  but  the  PLCB 
would  be  able  to  control  the  number  of  agents  used  to  sell  wine  and  spirits  and  the  final  prices  charged. 
This  situation  allows  the  PLCB  to  maintain  direct  control  over  final  consumer  prices  without  directly 
operating  the  retail  network. 

We  considered  three  different  retail  agency  store  scenarios,  varying  only  the  amount  of  commission  in 
sales  that  the  PLCB  would  pay  to  retailers  and  keeping  all  else  constant.  Lower  commissions  require 
the  retailer  to  function  on  a low  margin  while  higher  commissions  allow  the  retailers  more  direct  profit 
from  sale  of  wine  and  spirits. 

The  following  assumptions  are  the  same  for  all  three  scenarios  and  are  essentially  identical  to  the 
Baseline. 

• Retail  License  Fees: 

• Franchise  Auction  Proceeds: 

• PLCB  Wholesale  Markup: 

• Excise  Tax: 

• Retail  Markup: 

• T otal  Agent  Licenses  Available 

The  following  chart  describes  the  pricing  process  from  the  COGS  to  the  final  price  an  individual 
consumer  would  pay  for  a sample  half  gallon  (64  oz)  bottle  of  wine  for  all  three  Agency  scenarios.  This 
example  is  identical  to  the  current  PLCB  pricing  process. 


None 

None 

30%  for  wine  and  spirits 
18% 

Only  OCC  by  bottle  size 
665 


Pricing  (example):  Agency  Store  System 


COGS 

14  gall  wine 

Apply  wholesale 
markup  of  30% 

Add  flat 
rate  OCC 

Apply  excise 
tax  of  1 8% 

Apply  sales 
tax  of  6% 

Apply  local 
sales  tax  of  1 % 

FINAL  PRICE 

TO  CONSUMER 

$4.60-^ 

+$1.38-» 

+$1.35-» 

+$1.32-» 

+$0.52-+ 

+$0.09-> 

$9.25 

Agency  Store  System  - Low  Commission 

In  this  scenario,  agency  stores  would  be  paid  a 4%  commission  on  all  sales  to  licensees  and  a 6% 
commission  on  all  sales  to  consumers.  This  directly  mirrors  the  commission  structure  implemented  in 
Ohio  and  assumes  that  agent  stores  will  be  grocery  stores,  pharmacies  or  other  existing  retailers  that 
can  effectively  leverage  their  current  business  to  operate  on  relatively  low  operating  margins.  It  is 
unlikely  that  any  retailer  selling  solely  wine  and  spirits  could  operate  profitably  based  on  these 
commissions. 
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The  results  are  as  follows: 

• Ten  Year  Cash  Flows  - Difference  from  Baseline  $ 1 ,1 17.84  million 

• First  Year  Cash  Flows  - Difference  from  Baseline  $ 68.95  million 

• Initial  Average  Price  Changes  0.00%  for  wine;  0.00%  for  spirits 

• Total  Retail  Outlets  665 

The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 


Agency  Store  System  - Medium  Commission 

In  this  scenario,  agency  stores  would  be  paid  an  8%  commission  on  all  sales  to  licensees  and  a 10% 
commission  on  all  sales  to  individuals.  These  commissions  might  allow  a smaller  retailer  who  adds  wine 
and  spirits  sales  to  their  existing  product  line  to  operate  with  a profit.  These  commissions  are  probably 
not  high  enough  to  allow  a retailer  whose  primary  business  is  wine  and  spirits  to  operate  profitably. 

The  results  are  as  follows: 


• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• initial  Average  Price  Changes 

• Total  Retail  Outlets 


$ 761.34  million 
$ 36.09  million 

0.00%  for  wine;  0.00%  for  spirits 
665 


The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 
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Agency  Store  System  - High  Commission 

In  this  scenario,  agency  stores  would  be  paid  a 16%  commission  on  all  sales  to  licensees  and  a 20% 
commission  on  all  sales  to  individuals.  As  the  high  commission  scenario  offers  larger  operating  margins, 
more  constraints  may  be  placed  on  who  may  own  and  operate  an  agency  store.  These  commissions 
would  likely  allow  stores  whose  primary  business  is  wine  and  spirits  sales  to  operate  at  a profit. 

The  results  are  as  follows: 


• Ten  Year  Cash  Flows  - Difference  from  Baseline 

• First  Year  Cash  Flows  - Difference  from  Baseline 

• Initial  Average  Price  Changes 

• T otal  Retail  Outlets 


$(82.17)  million 
$ (41 .88)  million 

0.00%  for  wine;  0.00%  for  spirits 
665 


The  following  chart  provides  a comparison  of  cash  flows  to  the  Commonwealth  of  this  scenario  to  the 
Baseline. 


Agency  Store  System  - High  Commission  vs.  Baseline 
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Unlike  the  other  retail  privatization  scenarios,  the  primary  drivers  behind  the  results  in  the  retail  agency 
store  scenarios  are  not  in  the  revenue  items.  Instead  the  primary  driver  is  the  cost  of  operating  a retail 
network.  Essentially,  the  PLCB  is  maintaining  current  prices,  sales,  and  other  revenues,  but  eliminating 
all  operating  cost  in  exchange  for  4-1 6%  commissions  on  license  sales  and  6-20%  percent  commissions 
on  consumer  sales.  The  difference  amounts  to  over  $60  million  in  the  Medium  Commission  scenano 
and  over  $90  million  in  the  Low  Commission  scenario.  Almost  100  percent  of  this  cost  savings  is  passed 
through  the  PLCB  and  transferred  directly  to  the  Commonwealth.  In  the  case  of  the  High  Commission 
scenario,  there  is  very  little  difference  between  the  amount  paid  in  commissions  and  the  cost  of 
operating  the  retail  network,  and  therefore,  the  10-Year  Total  cash  flows  are  very  similar  to  the  Baseline. 

From  the  perspective  of  the  Commonwealth,  in  the  Medium  and  Low  Commission  cases,  the  total  cash 
flows  increase  significantly  from  the  Baseline  due  to  the  reduction  in  PLCB  operating  costs  mentioned 
above.  The  other  relevant  factor  for  the  Commonwealth  is  that  unlike  the  other  retail  privatization  cases, 
there  is  no  change  in  tax  revenues  because  neither  prices  nor  the  way  in  which  taxes  are  incorporated 
into  prices  change.  By  the  same  logic,  there  is  no  change  in  forecasted  sales  from  the  Baseline  since 
there  are  no  price  elasticity  effects.  In  comparison  to  the  franchise  cases,  the  main  difference  is  in  the 
timing  of  the  cash  flows.  In  the  agency  cases,  the  cash  flows  are  evenly  spread  across  the  ten-year 
forecast  period  as  opposed  to  the  majority  of  revenues  received  up-front  as  in  the  franchise  scenarios. 
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3.5  Summary  of  Retail  Privatization  Scenarios  (Wine  Only) 

The  wine  only  retail  privatization  scenarios  assume  that  the  PLCB  continues  to  distribute  spirits  but 
ceases  to  distribute  wine  products  through  its  retail  network.  Instead,  as  in  the  wine  and  spirits  retail 
privatization  scenarios,  it  relies  on  private  licensees,  franchisees,  or  agents  to  sell  wine  at  retail.  We 
selected  five  of  the  scenarios  developed  in  the  previous  section  for  wine  and  spirits  as  descriptive  of  the 
range  of  possibilities  available  for  wine  only  privatization. 

The  assumptions  for  the  wine  only  scenarios  are  in  large  part  the  same  as  in  the  wine  and  spirits 
scenarios  with  one  major  exception.  In  the  wine  and  spirits  scenarios,  the  PLCB  exits  the  retail  industry 
completely  and  is  able  to  shed  all  operating  costs  associated  with  running  the  retail  network.  In  the  wine 
only  scenarios,  the  PLCB  is  forced  to  maintain  a retail  network  shedding  only  25  to  30  percent  of  the 
costs  while  losing  almost  50  percent  of  retail  sales  revenues.  The  results  of  the  five  wine  only  scenarios 
are  summarized  below. 


Retail  Privatization  Options 
(Wine  Only) 

Scenario 

Ten  Year  Cash 
Flows  - Difference 
from  Baseline 

Average  Retail  Price  Change 

Expected  Number 
of  Retail  Outlets 

License  - Low  Control 

$ (290.63)  million 

-2.89%  wine;  0.00%  sp 

6,880  wine;  665  sp 

License  - High  Control 

$ (249.23)  million 

1 .89%  wine;  0.00%  sp 

1 ,200  wine;  665  sp 

Franchise  - Low  Markup 

$ (606.41)  million 

-15.39%  wine;  0.00%  sp 

665  wine;  665  sp 

Franchise  - High  Markup 

$ (148.19)  million 

-0.50%  wine;  0.00%  sp 

665  wine;  665  sp 

Agency  Store  System 

$ 117.64  million 

0.00%  wine;  0.00%  sp 

665  wine;  665  sp 

The  relative  merits  of  each  scenario  and  relevant  issues  are  very  similar  to  those  addressed  in  the  wine 
and  spirits,  retail  privatization  scenarios  section  above.  However,  the  financial  results  of  these  scenarios 
are  much  weaker,  largely  due  to  the  continuing  costs  of  operating  the  retail  network  for  spirits  only.  The 
distribution  of  funds  over  the  10-year  period  is  also  similar  as  illustrated  by  the  graphs  below; 
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Wine  Only,  Franchise  System  - Low  Markup  vs.  Baseline 
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Wine  Only,  Franchise  System  - High  Markup  vs.  Baseline 
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3.6  Conclusion 

After  evaluating  the  initial  wide  range  of  scenarios  and  working  with  us  to  develop  additional  scenarios 
(all  of  which  are  presented  in  this  report),  it  is  our  understanding  that  the  Governor  has  chosen  an 
approach  for  privatization  very  similar  to  that  presented  in  our  Franchise  System  - Royalty  (40% 
Franchise  Value)  scenario.  This  scenario  offers  several  financial  benefits  to  the  Commonwealth 
including: 

• Up-Front  Cash  Flows:  This  scenario,  based  on  an  assumed  franchise  value  of  40  percent  of  one 
year’s  sales  before  taxes  and  a sell-off  of  PLCB  inventory,  offers  the  Commonwealth  $328.1 1 
million  in  up-front  revenue  that  can  be  used  for  a variety  of  potential  programs. 

• Consumer  Prices:  With  the  wholesale  and  retail  markups  assumed  in  this  scenario,  the  prices  for 
wine  and  spirits  decrease  slightly  from  the  projected  Baseline.  In  addition,  due  to  the  relative 
inelasticity  of  demand  for  wine  and  spirits,  a slight  change  in  price  means  almost  no  perceptible 
change  in  overall  sales  levels. 

• Steady  Revenue  Streams:  In  this  scenario,  the  Commonwealth  maintains  an  annual  revenue 
stream  just  above  the  projected  Baseline. 
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Appendix  i:  Methodology  and  Assumptions 


In  order  to  estimate  the  value  of  the  wine  and  spirits  industries  to  the  Commonwealth  under  various 
scenarios,  Price  Waterhouse  used  a cash  flow  modeling  approach.  We  developed  projections  for 
revenues  and  costs  for  current  and  potential  players  in  the  industry  including  the  Pennsylvania  Liquor 
Control  Board  (PLCB)  and  the  Commonwealth,  as  well  as  private  retailers  and  wholesalers.  The 
revenues  and  expenses  generated  by  these  players  are  the  basis  for  estimating  the  overall  value  of  the 
industries  to  the  Commonwealth,  including  sales  revenues,  sales  taxes,  liquor  taxes,  income  taxes,  and 
costs  for  regulation  and  enforcement. 

To  provide  a standard  from  which  to  compare  all  privatization  options,  we  first  developed  a Baseline 
scenario.  The  Baseline  case  provides  financial  projections  for  the  PLCB  and  the  Commonwealth 
assuming  the  status  quo  is  maintained,  i.e.  the  PLCB  continues  to  regulate  and  operate  all  wine  and 
spirits  sales  in  the  Commonwealth  as  it  currently  does.  Utilizing  this  Baseline  case  as  the  standard,  we 
constructed  financial  projections  for  the  variety  of  privatization  options  under  consideration. 

The  following  section  offers  an  explanation  of  the  methods  and  assumptions  used  to  build  the  estimates 
of  state  value,  revenues  and  costs  for  both  the  Baseline  and  the  privatization  scenarios.  All  financial 
projections  were  made  for  a 10-year  period  (1997-2006).  All  historical  growth  rates  were  developed 
based  on  data  provided  by  the  PLCB  for  the  five-year  period  1 992-1 996.  Detailed  forecast  data  for  the 
Baseline  and  all  privatization  scenarios  are  provided  in  Appendix  II. 

Demand  Forecasts 

To  establish  projections  for  future  unit  sales  of  wine  and  spirits  in  the  Commonwealth  in  the  Baseline 
scenario.  Price  Waterhouse  conducted  a review  of  historical  trends  and  industry  data.  We  analyzed 
PLCB  sales  data  for  wine  and  spirits  from  the  last  five  years  and  examined  the  forecasts  provided  by  the 
Jobson  Company  Wine  and  Liquor  Handbooks,  which  are  alcoholic  beverage  industry  standards.  The 
results  were  as  follows: 


ANNUAL  SALES 
GROWTH 

PLCB  Five-Year 
Trend 

Jobson  Predictions 
for  Pennsylvania 

Jobson  Predictions 
for  the  Nation 

Average  Jobson 
Predictions 

Wine 

1.78  percent 

0.10  percent 

1 .00  percent 

0.55  percent 

Spirits 

-2.00  percent 

-2.20  percent 

-1 .90  percent 

-2.05  percent 

The  difference  between  the  five-year  trend  forecasts  and  the  Jobson  forecasts  for  Pennsylvania  reflect 
the  longer  time  period  used  by  Jobson  in  making  its  predictions.  In  addition,  wine  sales  trends  have  not 
been  as  stable  as  spirits  sales  trends;  the  PLCB  five-year  trends  reflect  the  recent  surge  in  wine  sales 
across  the  industry. 

Due  to  the  longer  timeframe  incorporated  in  the  Jobson  forecasts,  we  opted  to  utilize  the  Jobson 
projections  rather  than  the  PLCB  five-year  trends.  However,  we  feel  that  the  Jobson  predictions  for 
Pennsylvania  are  too  pessimistic  relative  to  the  Jobson  predictions  for  the  rest  of  the  nation,  particularly 
in  light  of  the  actual  five-year  sales  figures  and  sales  thus  far  in  FY  1997.  For  these  reasons,  we 
selected  the  averages  of  the  Jobson  national  and  Jobson  Pennsylvania  forecasts  as  the  most 
reasonable  predictors  of  wine  and  spirits  sales  in  Pennsylvania  over  the  next  decade.  This  approach 
was  formulated  in  conjunction  with  and  approved  by  PLCB  senior  management. 
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Tax  Rates 

In  all  retail  privatization  cases  we  have  assumed  that  the  present  state  excise  tax  of  18  percent  remains 
in  place  and  have  used  the  wholesale  markup  as  the  “lever”  with  which  to  set  the  final  wholesale  price  of 
wine  and  spirits.  In  addition,  in  all  cases  the  6 percent  state  sales  tax  and  the  1 percent  local  sales 
taxes  of  Philadelphia  and  Allegheny  counties  are  assumed  to  remain  in  place.  Revenues  from  local 
sales  taxes  are  calculated  based  on  the  assumption  that  the  percentage  of  total  Commonwealth  wine 
and  spirits  purchases  made  by  consumers  in  the  two  counties  remains  constant  at  its  present  level — 31 
percent. 

In  the  wholesale  privatization  cases,  the  ad  valorem  state  excise  tax  is  assumed  to  become  a gallonage 
based  tax.  The  principal  reason  for  the  change  is  the  relative  difficulty  in  administration  of  an  ad  valorem 
tax  on  goods  sold  by  the  private  sector.  It  is  much  easier  to  monitor  the  number  and  size  of  bottles  that 
pass  through  wholesalers’  warehouses  than  it  is  to  monitor  the  value  of  each  transaction  at  the  private 
wholesale  or  retail  level.  Due  to  the  higher  potential  for  underreporting  of  sales  values  by  retailers  for 
this  reason,  every  state  which  does  not  operate  wholesale  distribution  networks  for  wine  and  spirits 
applies  a gallonage,  not  ad  valorem,  tax  on  those  goods.  The  gallonage  taxes  proposed  for  the 
wholesale  privatization  cases  are  $6.75  per  gallon  for  spirits  and  $3.25  per  gallon  for  wine.  These  rates 
were  chosen  to  keep  the  wholesale  scenarios  reasonably  tax-revenue  neutral  without  creating  an 
extreme  jump  in  prices;  however,  as  a result,  they  are  significantly  greater  than  the  gallonage  taxes  in 
force  in  other  states. 


Wine  and  Spirits  Gallonage  Taxes  in  Various  States 

State 

S/gallon  wine 

$/gallon  spirits 

National  Average 

0.68 

3.59 

NY.  NJ.  DE.  MD  Average 

0.57 

4.45 

Florida  (Highest  in  Nation) 

2.25 

6.50 

Proposed  Pennsylvania 

3.25 

6.75 

Transfers  to  Commonwealth  and  Local  Government 

The  Price  Waterhouse  cash  flow  approach  provides  an  analysis  of  the  impact  of  wine  and  spirits  sales 
activity  on  the  Commonwealth’s  financial  position.  The  revenues  and  expenses  which  accrue  to  the 
Commonwealth  government  are  of  five  types. 

• Direct  pass-through  taxes  and  license  fees; 

• Transfers  from  PLCB  operations; 

• Commonwealth  programs  which  are  funded  by  the  PLCB; 

• New  Commonwealth  activities  due  to  privatization  which  may  or  may  not  be  funded  by  the  PLCB; 

• Proceeds  from  IPO  privatization  of  any  portion  of  the  PLCB. 

The  revenues  which  accrue  to  the  local  governments  are  of  two  types: 

• Local  sales  taxes; 

• Municipal  license  fees. 

Each  is  described  below; 

Direct  Pass-throughs 

• State  Liquor/Exdse  Tax — Liquor  tax  applied  on  percentage  of  sales  value  (ad  valorem)  at  point  of 
PLCB  sale;  relevant  in  retail  privatization  scenarios  and  Baseline 
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Liquor  Tax  Revenues  = SUM  (Excise  Tax  Rate*Sales  at  pt.  of  PLCB  sale  to  retailers, 

individuals,  and  on-premise  licensees) 

• Gallonage  Tax  — Liquor  tax  applied  on  a gallonage  of  sales  basis;  relevant  only  in  wholesale/retail 
privatization  scenarios 

Gallonage  Tax  Revenues  =Sum  (Gallonage  Tax  Rate  * Total  # of  gallons  sold) 

• State  Sales  Tax  — Six  percent  Pennsylvania  state  sales  tax 

Sales  Tax  Revenues  = 0.06  * (Total  sales  to  individuals  or  on-premise  licensees 

+Excise  or  Gallonage  Tax) 

• Corporate  Tax  — ^Ten  percent  Corporate  State  Tax,  calculated  only  in  wholesale/retail  privatization 
scenarios 

Corporate  Tax  Revenue  = State  Corporate  Tax  Rate  (9.99%)  * Profit  from  Private  Wholesalers 

Transfers  from  PLCB 

• Transfers  to  General  Fund — ^Transfer  to  the  Commonwealth  of  all  PLCB  revenues  less  all  PLCB 
expenses 

Transfer  Value  = PLCB  Operating  Revenues  + PLCB  Agency  Revenues  - PLCB  Operating 
Expenses  - PLCB  Agency  Expenses  (including  enforcement  costs  paid  to 
Pennsylvania  State  Police)  - Transition  Costs  - Drug  and  Alcohol  Program 
transfer 

• Police  Enforcement — ^Transfer  from  PLCB;  projections  based  on  five-year  historical  growth 

• Drug  and  Alcohol  Program — ^Transfer  from  PLCB;  projections  based  on  3%  inflationary  growth 

• Shifted  Benefits  Cost — Pennsylvania’s  Civil  Service,  Payroll  Services,  and  Office  of  Budget  and 
Administration  bill  other  state  agencies  for  services  rendered  on  a per  employee  basis;  that  is,  their 
total  costs  are  equally  divided  among  the  total  number  of  employees  of  the  state  agencies  which 
they  serve.  So,  for  example.  If  the  state  Motor  Vehicles  Agency  has  10  percent  of  total  state 
employees,  then  the  Motor  Vehicles  Agency  pays  10  percent  of  total  Civil  Service  costs.  Assuming 
that  PLCB  privatization  has  a negligible  impact  on  the  total  number  of  Commonwealth  employees, 
there  is  a reduction  of  Civil  Service,  Payroll,  and  Office  of  Budget  and  Administration  expenses  to 
the  PLCB  and  a transfer  of  the  PLCB’s  liability  to  the  rest  of  the  Commonwealth’s  agencies.  The 
value  of  this  shifted  cost  is  calculated  as  follows: 

•.  Annuitants  Hospitalization  = Total  Baseline  benefits/employee  * percentage  of  benefits 
which  cover  annuitants  hospitalization  * total  number  of  employees  furloughed 

• Civil  Service  = Percentage  of  employees  furloughed  * total  cost  of  Baseline  projection  for 
Civil  Service  services 

• Payroll  = Percentage  of  employees  furloughed  * total  cost  of  Baseline  projection  for  Payroll 
services 

New  Commonwealth  Costs 

• Tax  Enforcement — Cost  of  enforcing  private  retail/wholesaie  sales  and  corporate  tax  payments 
through  audits  and  collection  efforts;  based  on  information  provided  by  the  Commonwealth’s 
Department  of  Revenue,  cost  of  audits  is  calculated  as  a cost  per  audit  times  a percentage  of  new 
retail  outlets  audited  annually.  Cost  of  collection  efforts  is  calculated  as  a percentage  of  total  state 
taxes. 

• Regulatory  Costs — \Ne  assumed  $0.5  million  per  year  to  cover  the  cost  of  administering  gallonage 
tax  collection  in  wholesale  privatization  scenarios  and  $1.5  million  per  year  to  cover  the  cost  of 
administering  the  new  regulatory  structure  in  the  IPO  scenarios.  No  qualitatively  new  cost  is 
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associated  with  retail-only  privatizations,  as  the  PLCB  continues  to  maintain  direct  control  over 
taxation  at  point  of  sale  and  limited  adjustments  to  current  regulatory  structure  are  required. 

IPO 

• Proceeds  from  IPO  — Market  Value  of  IPO’ 

Local  Sales  Taxes 

• Local  Sales  Tax  — One  percent  Philadelphia  and  Allegheny  County  local  sales  tax 

Local  Tax  Revenues  = (.01  * Percent  of  sales  in  Allegheny  and  Philadelphia  Counties)  * 

(Total  sales  to  individuals  or  on-premise  licensees  + Excise  Taxes  or 
Gallonage  Taxes) 

Municipal  License  Fees 

• Muniapal  License  Fees — Fees  charged  to  licensees  passed  through  to  local  municipalities, 
projected  based  on  historical  five-year  growth  rate 


OCC 


The  PLCB's  current  pricing  system  has  two  basic  parts  independent  of  taxes.  These  are  a markup  and 
an  “operational  cost  component"  or  OCC.  The  OCC  is  applied  to  each  unit  of  liquor  sold  by  the  PLCB, 
with  the  value  assessed  dependent  on  size  and  whether  it  is  wine  or  spirits.  Historically,  the  OCC  has 
bom  some  relation  to  actual  handling  costs  assoaated  with  each  unit,  but  this  is  no  longer  the  case.  It  is 
used  today  simply  to  “fine  tune"  the  prices  of  different  products  when  a uniform  markup  is  considered 
undesirable  at  the  retail  level.  Under  the  retail  privatization  scenarios  considered,  we  have  assumed 
that  the  PLCB  will  move  to  a straight  markup  system  for  its  wholesale  pricing,  as  transparency  in  pricing 
methods  will  be  important  to  private  retailers  purchasing  from  the  state  and  because  the  retailers  will 
“fine  tune’  prices  themselves  in  accordance  with  the  dictates  of  the  market.  Under  scenarios  where  the 
state  continues  to  set  final  retail  prices  for  wine  and/or  spirits,  the  current  OCCs  were  retained,  as  no 
change  in  final  retail  prices  is  expected.  The  OCC  for  each  type  and  size  of  liquor  is  not  forecasted  to 
change  over  time  in  any  scenario.  The  OCCs  presently  employed  by  the  PLCB  and  used  in  the  Price 
Waterhouse  model  are  as  follows: 


Spirits 

Size  (Oz)  OCC 


Size  (Oz) 


Wine 


OCC 

1.00 

1.00 

1.00 

1.00 

1.00 

1.00 

1.00 

1.00 

1.00 

1.00 

1.00 

1.00 

1.00 

1.00 


1.7  0.50 

3.4  0.93 

4.0  0.93 

5.1  0.93 

6.3  0.93 

6.8  0.93 

8.0  0.93 

8.5  0.93 

10.0  0.93 

102  0.93 

11.8  0.93 

12.6  0.93 

12.7  0.93 

13.6  0.93 


1.7 

3.4 

4.0 

5.1 

6.3 

6.8 

8.0 

8.5 
10.0 
10.2 
11.8 
12.6 
12.7 
13.6 


See  next  section  for  details  of  IPO  calculations. 
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Spirits 

Wine 

Size  (Oz) 

OCC 

Size  (Oz) 

OCC 

16.9 

0.93 

16.9 

1.00 

18.9 

0.93 

18.9 

1.25 

20.4 

0.93 

20.4 

1.25 

23.7 

0.93 

23.7 

1.25 

24.0 

0.93 

24.0 

1.25 

24.3 

0.93 

24.3 

1.25 

25.2 

1.05 

25.2 

1.25 

25.4 

1.05 

25.4 

1.25 

27.2 

1.10 

27.2 

1.25 

28.5 

1.10 

28.5 

1.25 

32.0 

1.10 

32.0 

1.25 

33.8 

1.10 

33.8 

1.25 

37.8 

1.10 

37.8 

1.25 

38.1 

1.10 

38.1 

1.25 

46.5 

1.10 

46.5 

1.25 

48.0 

1.10 

48.0 

1.30 

50.7 

1.10 

50.7 

1.35 

50.8 

1.10 

50.8 

1.35 

59.2 

1.45 

59.2 

1.35 

60.8 

1.45 

60.8 

1.35 

67.6 

1.45 

67.6 

1.35 

76.2 

1.45 

76.2 

1.35 

101.4 

1.45 

101.4 

1.95 

101.6 

1.45 

101.6 

1.95 

135.2 

1.45 

135.2 

2.10 

152.4 

1.45 

152.4 

2.10 

IPO  Value 

To  calculate  the  market  value  to  the  Commonwealth  of  the  initial  public  offering  (IPO)  of  wine  and  spirits 
wholesale  and  retail  operations,  our  model  produces  a cash  flow  analysis  of  the  elements  that  drive  the 
expected  value  to  investors.  The  market  value  is  based  on  a discounted  net  present  value  (NPV)  of  the 
post-tax  profits  to  the  investors,  less  fees  and  discount.  The  net  present  value  calculation  assesses  the 
value  one  would  pay  today  for  all  future  expected  private  wine  and  spirits  revenues  and  expenses.  From 
this  current  value,  reductions  must  be  made  to  account  for  undenArriting  and  other  administrative  fees  as 
well  as  an  IPO  discount  to  arrive  at  an  amount  the  market  may  be  expected  to  bear.  The  formula  for 
determining  this  overall  market  value  is: 

Market  Value  = (NPV(Profit  - Corporate  Taxes)  - transaction  costs)  * (1-  IPO  discount) 

The  elements  of  the  market  value  formula  are  described  below. 

• Liquor  Sales  = (Sum  (Manufacturers  Price  * Number  of  liquor  units  sold)  + Total  gallonage  tax)  * (1 

+ Private  Wholesale  Markup) 

• Wine  Sales  = (Sum  (Manufacturers  Price  * Number  of  wine  units  sold)  + Total  gallonage  tax)  * (1  + 

Private  Wholesale  Markup) 
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• License  fees  = Annual  fees  paid  to  corporation  by  retailers  for  licenses 

• Franchise  fees  = Ten-year  fees  paid  to  corporation  by  retailers  for  franchises 

• Gallonage  Tax  = Total  of  Excise  taxes  paid  by  corporation  to  Commonwealth 

• Profit  = (Liquor  Sales  + Wine  Sales  - License  and  Franchise  Fees  - Gallonage  Tax)  * Wholesale 

Operating  Margin 

• Wholesale  Operating  Margin  = For  IPO  with  Retail  Licensing,  assumed  at  23.5%,  based  on  PLCB 
operating  margin  in  License  System  - Low  Control  scenario  plus  a small  increase  to  account  for 
private  operator’s  efficiency  improvements;  for  IPO  with  Retail  Franchising,  assumed  at  21%.  based 
on  PLCB  operating  margin  in  Franchise  System  - High  Markup  scenario  plus  a small  increase  to 
account  for  private  operator’s  efficiency  improvements 

• Corporate  Taxes  = Taxes  paid  by  corporation  on  profits;  State  corporate  tax  is  assumed  at  9.99%. 
Federal  corporate  tax  is  assumed  at  35%;  State  taxes  are  deductible  for  the  purpose  of  Federal  tax 
payments 

• State  Corporate  tax  = Profit  * 0.0999 

• Federal  Corporate  tax  = (Profit  - State  tax)  * 0.35 

• Underwriting  Fees  = Assumed  average  underwriting  fees  of  5%  of  value  of  sale 

• IPO  Discount  = Assumed  average  underwriting  discount  of  10%  of  value  of  sale,  used  to  encourage 
initial  investment 

Baseline  Scenario 

Revenues 

Under  the  Baseline  scenario,  the  PLCB  is  the  only  player  in  the  wine  and  spirits  industries  in  the 
Commonwealth.  Therefore,  the  PLCB  receives  all  revenues  from  the  sale  of  wine  and  spirits,  which  we 
categorize  as  Operating  Revenues.  Price  Waterhouse  derived  Operating  Revenues  by  first  calculating 
sales  on  a per  bottle  size  basis  and  then  applying  the  manufacturers’  average  price  per  bottle  size. 
Change  in  sales  over  time  was  calculated  using  an  average  between  national  and  Pennsylvania 
forecasts  of  wine  and  spirits  sales.^ 

Growth  in  the  manufacturers’  prices  was  calculated  using  five-year  historic  trends  on  a bottle  size  basis. 
The  formula  for  deriving  total  revenues  from  wine  and  spirits  sales  for  the  PLCB  in  the  Baseline  is  as 
follows; 

(SUM((mfr.  price  for  each  size*30%  wholesale  markup)+OCC  by  size^))  - 7%  wholesale  discount^  - pass 

- through  discounts*  = Total  Revenues 

Although  an  excise  tax  is  added  to  all  sales  to  determine  final  shelf  prices,  it  has  not  been  listed  as  a 
direct  revenue  to  the  PLCB  because  it  is  passed  on  in  total  to  the  Commonwealth.  State  and  local  sales 
taxes  are  applied  at  the  register  and  are  also  accounted  for  elsewhere.* 

The  PLCB  receives  other  revenues  from  non-operating  sources  as  well.  These  revenue  streams,  which 
we  categorize  as  Agency  Revenues,  include  a variety  of  license  fees,  bond  forfeiture,  interest  income, 
enforcement  fines,  and  miscellaneous  revenues.  The  PLCB  Agency  Revenues  in  the  Baseline  are 
calculated  by  increasing  the  previous  year’s  income  by  a historical  five-year  average  growth  rate. 


See  Page  51  for  details  of  calculation  and  sources. 

Operating  Cost  Component  (OCC)  is  an  additional  flat  value  applied  to  individual  bottle  sizes.  See  Page  54  for  a 
complete  listing  of  current  OCCs. 

7%  wholesale  discounts  are  discounts  offered  on  all  wine  and  spirits  products  to  on-premise  licensees 
Pass  through  discounts  are  promotional  discounts  offered  by  the  manufacturer  to  increase  consumer  spending 
for  a given  product  These  discounts  do  not  include  any  payment  discounts  offered  to  the  PLCB  by 
manufacturers  for  early  settlement  of  accounts. 

See  Page  52  for  a discussion  of  the  revenues  and  expenses  accruing  to  the  Commonwealth. 
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The  calculation  of  revenues  in  the  Price  Waterhouse  Baseline  scenario  in  historical  years  (1992-1996) 
closely  approximates  the  revenues  in  the  financial  statements  provided  by  the  PLCB. 

Costs 

The  current  PLCB  costs  can  be  divided  into  two  categories  - Operating  and  Agency  Expenses. 
Operating  Expenses  include  all  costs  associated  with  the  retail  stores.  Agency  Expenses  include  such 
items  as  wholesale  contracts,  enforcement,  licensing,  alcohol  education,  and  transfers  to  other 
Commonwealth  agencies  for  services  rendered. 

On  the  Operating  Expense  side  for  the  Baseline  case,  cost  of  goods  sold  (COGS)  is  calculated  directly 
from  forecasted  manufacturers’  prices  and  number  of  units  sold.  The  formula  for  deriving  cost  of  goods 
sold  for  wine  and  spirits  is  as  follows: 

(SUM(mfr.  price  for  each  size*number  of  units  sold  per  size))  - manufacturer  discounts^=Total  COGS 

Operating  expenses  also  include  store  employee  wages  and  benefits.  Store  employee  wages  and 
benefits  are  calculated  from  projections  of  the  number  of  employee  hours  and  the  average  projected 
wages  and  benefits  per  hour.  Store  employees  are  grouped  into  two  main  categories,  hourly  wage 
employees  and  salaried  employees.  Employee  hour,  wage,  and  benefit  projections  are  based  on  the 
following  for  these  two  groups: 


Employee  Hours/Year 

Wages/Hour 

Benefits/Hour 

Wage  Employees 

5-yr  historical  growth 

5-yr  historical  growth 

5-yr  historical  growth 

Salaried  Employees 

No  growth,  based  on 
PLCB  senior  mgmt. 
projections 

2.9%  growth,  reflecting 
terms  of  major  union 
contract 

2-2.7%  growth, 
reflecting  terms  of  major 
union  contract 

Finally,  non-labor  store  expenses  include  all  costs  related  to  operation  of  the  stores,  including  items 
such  as  contracted  repairs,  armored  collection,  security  contracts,  store  leases,  and  telephone  usage. 
All  non-labor  store  expenses  are  forecasted  based  on  five-year  historical  projections. 

The  majority  of  Agency  Expenses  in  the  Baseline  scenario  are  forecasted  based  on  the  five-year 
historical  growth  rates.  In  the  few  exceptions  listed  below,  growth  forecasts  were  developed  based  on 
discussions  with  and  projections  provided  by  PLCB  senior  management: 

• Auditor  General — Based  on  PLCB  Comptroller’s  Office  forecasts  for  1997-2000,  then  pegged  to 
inflation  (3%) 

• Comptroller  Operations — ^Zero  growth,  based  on  PLCB  Comptroller’s  Office  forecasts 

• Bureau  of  Consumer  Relations — Growth  rate  of  inflation  (3%),  based  on  discussions  with  PLCB 
Comptroller’s  Office 

• Employee  Association — ^Zero  growth,  based  on  PLCB  Comptroller’s  Office  forecasts 

• Bureau  of  Alcohol  Education — Due  to  planned  program  growth,  1997  data  provided  by  PLCB 
Comptroller’s  Office 


Manufacturer  discounts  are  promotional  discounts  offered  by  the  manufacturers  to  increase  consumer  spending 
for  a given  product  and  payment  discounts  offered  by  manufecturers  for  early  settlement  of  accounts. 
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• BMIS  Services — Based  on  PLCB  Comptroller’s  Office  forecasts  for  1997  and  expected  growth  rates 
(approx.  6.5%) 

The  Drug  and  Alcohol  Program  is  a transfer  to  the  Commonwealth  from  the  PLCB  based  on  PLCB 
revenues  and  expenses.  Due  to  varying  levels  from  year  to  year,  the  Drug  and  Alcohol  Program  costs 
cannot  be  forecasted  using  historical  data.  Therefore,  it  is  forecasted  at  3%  growth  per  year  to 
approximate  inflation. 

Privatization  Scenarios 

As  each  privatization  scenario  is  based  on  a different  set  of  organizational  and  institutional  structures, 
the  resulting  revenues  and  expenses  accruing  to  the  PLCB  (and.  as  described  above,  to  the 
Commonwealth)  may  change  significantly.  For  each  scenario,  we  developed  assumptions  on  the 
various  changes  to  markups,  taxes,  franchise  and  license  fees,  store  and  Agency  expenses  and 
transition  costs.  These  assumptions  are  incorporated  into  our  model  to  provide  final  financial  results. 
Descriptions  and  explanations  of  these  assumptions  are  provided  below. 

Wholesale  and  Retail  Markups 

Under  most  privatization  scenarios,  prices  will  cease  to  be  set  by  one  agent,  the  PLCB,  as  they  are 
today,  and  instead  will  be  determined  by  the  cumulative  markups  of  wholesalers  and  retailers  over  the 
cost  of  goods  sold  by  the  manufacturers.  In  order  to  arrive  at  final  retail  price  and  sales  numbers  under 
the  various  scenarios,  we  estimated  the  markups  that  public  and  private  sector  wholesale  and  retail 
distributors  would  apply.  We  assumed  in  almost  all  cases  that  the  PLCB  would  act  so  as  to  prevent  the 
current  price  level  from  changing  dramatically;  however,  via  the  tax  rate  and/or  the  wholesale  markup, 
the  Pennsylvania  Legislature  or  the  PLCB  could,  under  any  of  these  scenarios,  raise  or  lower  the  price 
level  as  it  sees  fit.  As  noted  earlier,  these  scenarios  are  flexible  and  amenable  to  reshaping  for  the 
purpose  of  achieving  designated  policy  goals.  The  markup  estimates  used  were  arrived  at  via: 

• examination  of  the  financial  statement  surveys  conducted  by  two  companies,  Robert  Morris 
Associates  and  Dun  and  Bradstreet,  and  derivation  of  markups  from  average  reported  gross  profit 
margins  at  the  wholesale  and  retail  levels  (note:  we  make  no  assumptions  about  the  operating 
profit  margins  of  private  retailers  or  wholesalers,  except  in  the  IPO  scenarios  as  described  above 
under  ‘IPO  Value’); 

• interviews  with  the  Pennsylvania  agents  of  wine  and  spirits  manufacturers  and  with  wholesalers 
from  other  states; 

• consideration  of  the  base  price  that  each  distributor  would  be  facing  under  each  scenario,  including 
taxes; 

• consideration  of  the  competitiveness  of  the  wholesale  and  retail  markets  under  each  scenario;  e.g. 
under  low  control  license  scenarios,  competition  and  the  fact  that  supermarkets  and  other  retailers 
with  low  marginal  costs  will  enter  the  market  is  expected  to  erode  retail  markups; 

• where  the  PLCB  continues  to  be  the  wholesaler  of  wine  and  spirits,  consideration  for  the  required 
markups  of  private  retailers  and  a working  assumption  that  large  price  swings  are  undesirable. 

The  assumed  markups  under  each  scenario  are  as  follows: 


Scenario 

Wholesale  Markups 

Retail  Markups 

Wholesale  and  Retail  Privatization 

Wholesale/Retail  Licensing 

Wine:  27  percent 
Spirits:  24  percent 

Wine:  22  percent 
Spirits:  20  percent 

Initial  Public  Offering  with  Retail  Licensing 

Wine:  27  percent 
Spirits:  24  percent 

Wine:  22  percent 
Spirits:  20  percent 
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Initial  Public  Offering  with  Retail  Franchising 

Wine:  27  percent 
Spirits:  24  percent 

Wine:  25  percent 
Spirits:  22  percent 

Retail  Privatization  of  Wine  and  Spirits 

License  System  - Low  Control 

Wine:  27  percent 
Spirits:  27  percent 

Wine:  22  percent 
Spirits:  22  percent 

License  System  - Medium  Control 

Wine:  27  percent 
Spirits:  27  percent 

Wine:  25  percent 
Spirits:  25  percent 

License  System  - High  Control 

Wine:  27  percent 
Spirits:  25  percent 

Wine:  28  percent 
Spirits:  27  percent 

License  System  - Price  Neutral 

Wine:  25  percent 
Spirits:  18  percent 

Wine:  27  percent 
Spirits:  23  percent 

Franchise  System  - Low  Markup 

Wine:  8 percent 
Spirits:  8 percent 

Wine:  25  percent 
Spirits:  25  percent 

Franchise  System  - Medium  Markup  (665) 

Wine:  18  percent 
Spirits:  18  percent 

Wine:  25  percent 
Spirits:  25  percent 

Franchise  System  - Medium  Markup  (1 ,500) 

Wine:  18  percent 
Spirits:  18  percent 

Wine;  25  percent 
Spirits:  25  percent 

Franchise  System  - High  Markup 

Wine:  27  percent 
Spirits:  27  percent 

Wine:  25  percent 
Spirits:  25  percent 

Franchise  System  - Price  Neutral 

Wine:  25  percent 
Spirits:  1 8 percent 

Wine:  27  percent 
Spirits:  23  percent 

Franchise  System  - Current  Markup 

Wine:  60  percent 
Spirits:  45  percent 

Wine:  23  percent 
Spirits;  23  percent 

Franchise  System  - Royalty  (28.8) 

Wine:  25  percent 
Spirits:  18  percent 

Wine;  25  percent 
Spirits:  21  percent 

Franchise  System  - Royalty  (40.0) 

Wine:  25  percent 
Spirits:  18  percent 

Wine:  25  percent 
Spirits;  21  percent 

Agency  Store  System  - Low  Commission 

Wine:  30  percent  + OCC 

Spirits:  30  percent  + OCC 

Agency  Store  System  - Medium  Commission 

Wine:  30  percent  + OCC 

Spirits:  30  percent  + OCC 

Agency  Store  System  - High  Commission 

Wine:  30  percent  + OCC 

Spirits:  30  percent  + OCC 

Retail  Privatization  of  Wine  Only 

License  System  - Low  Control 

Wine:  27  percent 
Spirits:  30  percent 

Wine;  22  percent 
Spirits:  OCC 

License  System  - High  Control 

Wine:  27  percent 
Spirits:  30  percent 

Wine;  28  percent 
Spirits:  OCC 

Franchise  System  - Low  Markup 

Wine:  8 percent 
Spirits:  30  percent 

Wine;  25  percent 
Spirits:  OCC 

Franchise  System  - High  Markup 

Wine:  27  percent 
Spirits;  30  percent 

Wine;  25  percent 
Spirits:  OCC 

Agency  Store  System 

Wine;  30  percent  + OCC 

Spirits:  30  percent  + OCC 

Revenues 

Operating  Revenues 

Sales:  Each  privatization  scenario  under  consideration  envisions  a different  distribution  and  markup 
system  for  wine  and  spirits,  and,  therefore,  a different  build-up  to  the  operating  revenues  received  by  the 
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PLCB.  In  the  table  below,  COGS  refers  to  the  total  purchase  price  that  the  PLCB  pays  to  wine  and 
spirits  producers  before  discounts,  including  federal  excise  taxes;  the  PLCB  builds  up  its  shelf  price 
based  on  this  value  and  then  subtracts  out  “pass-through  discounts’.  Total  COGS  is  a function  of  total 
units  sold  and  the  price  per  unit.  Privatization  of  any  type  is  expected  to  have  no  effect  on  the  prices  per 
unit  of  each  type  and  size  of  liquor  sold  in  Pennsylvania;  however,  it  may  effect  the  number  of  these 
units.  In  the  Price  Waterhouse  model,  total  sales  differs  from  the  Baseline  if  and  only  if  the  average 
price  level  for  wine  and/or  spirits  differs  from  the  Baseline.  See  “Elasticities  of  Demand”  below  for  details 
on  how  the  model  calculates  sales  changes  under  the  various  scenarios: 


SCENARIO 

PLCB  SALES  REVENUES 

Wholesale  and  Retail  Privatization 

Wholesale/Retail  Licensing 

Wine:  none 

Spirits:  none 

Initial  Public  Offering  with 
Retail  Licensing 

Wine:  none 

Spirits:  none 

Initial  Public  Offering  with 
Retail  Franchising 

Wine:  none 

Spirits:  none 

Retail  Privatization  of  Wine  and  Spirits 

License  System  - Low 
Control 

Wine:  Total  COGS  * 27%  wholesale  markup  - pass-through  discounts 

Spirits:  Total  COGS  * 27%  wholesale  markup  - pass-through  discounts 

License  System  - Medium 
Control 

Wine:  Total  COGS  * 27%  wholesale  markup  - pass-through  discounts 

Spirits:  Total  COGS  * 27%  wholesale  markup  - pass-through  discounts 

License  System  - High 
Control 

Wine:  Total  COGS  * 27%  wholesale  markup  - pass-through  discounts 

Spirits:  Total  COGS  * 25%  wholesale  markup  - pass-through  discounts 

License  System  - Price 
Neutral 

Wine:  Total  COGS  * 25%  wholesale  markup  - pass-through  discounts 

Spirits:  Total  COGS  * 18%  wholesale  markup  - pass-through  discounts 

Franchise  System  - Low 
Markup 

Wine:  Total  COGS  * 8%  wholesale  markup  - pass-through  discounts 

Spirits:  Total  COGS  * 8%  wholesale  markup  - pass-through  discounts 

Franchise  System  - Med. 
Markup  (665  and  1500) 

Wine:  Total  COGS  * 18%  wholesale  markup  - pass-through  discounts 

Spirits:  Total  COGS  * 18%  wholesale  markup  - pass-through  discounts 

Franchise  System  - High 
Markup 

Wine:  Total  COGS  * 27%  wholesale  markup  - pass-through  discounts 

Spirits:  Total  COGS  * 27%  wholesale  markup  - pass-through  discounts 

Franchise  System  - Price 
Neutral 

Wine:  Total  COGS  * 25%  wholesale  markup  - pass-through  discounts 

Spirits:  Total  COGS  * 18%  wholesale  markup  - pass-through  discounts 

Franchise  System  - 
Current  Markup 

Wine:  Total  COGS  * 60%  wholesale  markup  - pass-through  discounts 

Spirits:  Total  COGS  * 45%  wholesale  markup  - pass-through  discounts 

Franchise  System  - 
Royalty  (28.8  and  40.0) 

Wine:  Total  COGS  * 25%  wholesale  markup  - pass-through  discounts 

Spirits;  Total  COGS  * 18%  wholesale  markup  - pass-through  discounts 

Agency  Store  System 
(All  Commission  Rates) 

Wine;  (Total  COGS  * 30%  wholesale  markup  + OCC)  - 7%  wholesale 
discount  - pass-through  discounts  (same  as  Baseline  case) 

Spirits:  (Total  COGS  * 30%  wholesale  markup  + OCC)  - 7%  wholesale 
discount  - pass-through  discounts  (same  as  Baseline  case) 

Retail  Privatization  of  Wine  Only 

License  System  - Low 
Control 

Wine:  Total  COGS  * 27%  wholesale  markup  - pass-through  discounts 

Spirits:  (Total  COGS  * 30%  wholesale  markup  + OCC)  - 7%  wholesale 
discount  - pass-through  discounts  (same  as  Baseline  case) 

License  System  - High 
Control 

Wine:  Total  COGS  * 27%  wholesale  markup  - pass-through  discounts 

Spirits:  (Total  COGS  * 30%  wholesale  markup  + OCC)  - 7%  wholesale 
discount  - pass-through  discounts  (same  as  Baseline  case) 

Franchise  System  - Low 
Markup 

Wine;  Total  COGS  * 8%  wholesale  markup  - pass-through  discounts 

Spirits:  (Total  COGS  * 30%  wholesale  nnarkup  + OCC)  - 7%  wholesale 
discount  - pass-through  discounts  (same  as  Baseline  case) 
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SCENARIO 

PLCB  SALES  REVENUES 

Franchise  System  - High 
Markup 

Wine:  Total  COGS  * 27%  wholesale  markup  - pass-through  discounts 

Spirits:  (Total  COGS  * 30%  wholesale  markup  + OCC)  - 7%  wholesale 
discount  - pass-through  discounts  (same  as  Baseline  case) 

Agency  Store  System 

Wine:  (Total  COGS  * 30%  wholesale  markup  + OCC)  - 7%  wholesale 
discount  - pass-through  discounts  (same  as  Baseline  case) 

Spirits:  (Total  COGS  * 30%  wholesale  markup  + OCC)  - 7%  wholesale 
discount  - pass-through  discounts  (same  as  Baseline  case) 

Agency  Revenues 

Licensing  and  Number  of  Outlets:  Under  no  scenario  will  privatization  impact  the  licensing  revenues 
from  current  licensees  of  the  Commonwealth  of  Pennsylvania,  including  beer  distributors  and  on- 
premise licensees.  Therefore,  revenues  under  the  categories  “application  fees’,  “transfer  fees",  “permit 
fees",  “entertainment  fees’,  and  “administrative  fees’  do  not  vary  from  their  Baseline  forecast  values. 
However,  privatization  may  lead  to  the  collection  of  new  license  fees  which  are  categorized  as  Retail 
License  Fees  and  Wholesale  License  Fees.  The  following  table  shows  the  annual  license  fee,  the 
expected  number  of  licensees,  and  the  total  expected  revenues  from  both  of  these  types  of  licenses 
under  each  scenario: 


Scenario 

Retail 

Fee 

No.  of 
Retail 
Outlets 

Retail 

Revenue 

Outlet 
Density 
per  1,000 
Pop. 

Wholesale 

Fee 

No.  of 
Whole- 
salers 

Whole- 

sale 

Revenue 

Wholesale  and  Retail 

Privatization 

Wholesale/Retail 

Licensing 

$5,000 

3,255 

$16.3 

million 

0.30 

$7,000 

60 

$420,000 

IPO  with  Retail 
Licensing 

$0 

3,255 

$0 

0.30 

$0 

1 

$0 

IPO  with  Retail 
Franchising 

$0 

665 

$0 

0.06 

$0 

1 

$0 

Retail  Privatization  of  Wine  and  Spirits 

License  System  - Low 
Control 

$5,000 

3,255 

$16.3 

million 

0.30 

$0 

0 

$0 

License  System  - 
Medium  Control 

$5,000 

2,200 

$11.0 

million 

0.20 

$0 

0 

$0 

License  System  - 
High  Control 

$5,000 

1,200 

$6.0 

million 

0.11 

$0 

0 

$0 

License  System  - 
Price  Neutral 

$5,000 

665 

$3.33 

million 

0.11 

$0 

0 

$0 

Franchise  System  - 
Low  Markup 

$1,000 

665 

$0.67 

million 

0.06 

$0 

0 

$0 

Franchise  System  - 
Medium  Markup  (665) 

$1,000 

665 

$0.67 

million 

0.06 

$0 

0 

$0 

Franchise  System  - 
Med.  Markup  (1 ,500) 

$1,000 

1500 

$1.5 

million 

0.14 

$0 

0 

$0 

Franchise  System  - 
High  Markup 

$1,000 

665 

$0.67 

million 

0.06 

$0 

0 

$0 

Franchise  System  - 

Price  Neutral 

$1,000 

665 

$0.67 

million 

0.06 

$0 

0 

$0 

Franchise  System  - 

$1,000 

665 

$0.67 

0.06 

$0 

0 

$0 
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Scenario 

Retail 

Fee 

No.  of 
Retail 
Outlets 

Retail 

Revenue 

Outlet 
Density 
per  1,000 
Pop. 

Wholesale 

Fee 

No.  of 
Whole- 
salers 

Whole- 

sale 

Revenue 

Current  Markup 

million 

Franchise  System  - 
Royalty  (28.8) 

$0 

757 

$0 

0.07 

$0 

0 

$0 

Franchise  System  - 
Royalty  (40.0) 

$0 

757 

$0 

0.07 

$0 

0 

$0 

Agency  Store  System 
- All  Commissions 

$0 

0 

$0 

0.06 

$0 

0 

$0 

Retail  Privatization  of  Wine  Only 

License  System  - Low 
Control 

$500 

6,880 

$3.44 

million 

0.63 

$0 

0 

$0 

License  System  - 
High  Control 

$500 

1,200 

$0.6 

million 

0.11 

$0 

0 

$0 

Franchise  System  - 
Low  Markup 

$500 

665 

$0.33 

million 

0.06 

$0 

0 

$0 

Franchise  System  - 
High  Markup 

$500 

665 

$0.33 

million 

0.06 

$0 

0 

$0 

Agency  Store  System 

$0 

0 

$0 

0.06 

$0 

0 

$0 

License  fees  for  new  private  retailers  and  wholesalers  and  the  predicted  number  of  private  retail  and 
wholesale  outlets  in  the  various  privatization  scenarios  were  determined  based  upon  a review  of  license 
fees  and  licensees  in  states  with  similar  structures.  For  example: 


state 

Retail  Wine 
License  Fee 

Wine  Outlet 
Density 
(per  1,000 
pop.) 

Retail 

Wine/Spirits 
License  Fee 

Wine/Spirits 
Outlet 
Density  (per 
1,000  pop.) 

Wine/Spirits 
Wholesale 
License  Fee 

Delaware 

N/A 

N/A 

$500 

0.54 

unknown 

Iowa 

$500 

unknown 

$5,000  average 

0.15 

N/A 

Maryland 

varies  by  county 

1.17 

varies  by  county 

0.89 

unknown 

New  Jersey 

N/A 

N/A 

$100-$2000 

0.24 

$7,000 

New  York  - 

$125-$500 

1.24 

$500-$1,100 

0.15 

$7,000 

National  Average 

unknown 

0.63 

unknown 

0.44 

unknown 

We  assumed  a $5,000  fee  for  a wine  and  spirits  off-premise  retail  license  based  on  the  average  fee 
instituted  in  Iowa  subsequent  to  the  privatization  of  its  state  stores  in  1987;  fees  in  Iowa  are  on  a sliding 
scale  that  takes  into  account  both  the  size  of  the  store  and  the  population  of  the  surrounding  area.  The 
$500  license  fee  for  a wine-only  off-premise  retail  license  is  also  based  on  Iowa’s  fee  for  a similar 
license.  The  $1 ,000  license  fee  for  franchised  wine  and  spirits  retail  outlets  is  based  on  the  comparable 
fee  in  the  state  of  West  Virginia  where  a retail  franchise  system  was  Instituted. 

The  predicted  3,255  licensees  for  retail  licenses  in  a low  control  environment  is  based  on  an  average 
0.30  outlets  per  1,000  population  in  the  Commonwealth:  the  comparable  number  in  Iowa  is  0.15  outlets 
per  1 ,000  population,  but  the  average  for  the  nation  as  a whole  is  0.44  outlets  per  1 ,000  population.  The 
actual  national  average  was  thought  too  high  a figure  for  Pennsylvania  under  this  scenario  because  the 
$5,000  license  fee  is  much  higher  than  typical  fees  in  other  states,  which  are  generally  in  the  $700 
range.  On  the  other  hand,  income  and  demographic  differences  with  Iowa  and  the  fact  that  New  York, 
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which  is  a high  control  state  in  terms  of  licensing  spirits  sales,  has  only  0.15  spirits  outlets  per  1 ,000 
population  led  to  the  conclusion  that  0.15  outlets  per  1,000  for  Pennsylvania  in  a low  control  scenario 
would  be  too  few.  The  0.30  we  used  is  an  average  of  the  Iowa  and  national  figures.  The  6,880  wine 
retail  outlets  in  the  Wine-Only  - Low  Control  scenario  is  based  on  the  national  average  of  0.63  off- 
premise  wine  retailers  per  1 ,000  population. 

The  1 ,200  retailers  predicted  under  the  License  System  - High  Control  and  the  Wine  Only,  License 
System  - High  Control  scenarios  are  based  on  the  number  of  retail  beer  distributors  in  Pennsylvania 
(approximately  1,100)  plus  some  allowance  for  entry  into  the  market;  since  the  scenario  presumes  that 
retailers  must  derive  90  percent  of  their  revenues  from  alcoholic  beverage  sales,  it  is  supposed  that  only 
beer  distributors  and  a few  specialty  stores  and  extremely  well-located  shops  will  actually  qualify  for  and 
purchase  licenses.  The  757  stores  in  the  Franchise  System  - Royalty  cases  is  based  on  the  greatest 
number  of  state  stores  that  have  ever  existed  in  the  Commonwealth  at  one  time. 

The  1 ,500  retailers  assumed  in  the  second  Franchise  System  - Medium  Markup  case  is  not  based  on 
history  or  another  state,  but  is  a demonstration  of  the  possibility  of  expansion  of  Pennsylvania’s  wine 
and  spirits  retail  network  within  the  franchise  framework.  The  2,200  retailers  assumed  in  the  License 
System  - Medium  Control  case  is  a demonstration  of  the  Commonwealth's  ability,  through  population 
quotas  and  percentage  sales  requirements,  to  pick  out  availability  targets  that  are  less  restrictive  than 
the  current  system  but  less  liberal  than  an  unlimited  licensing  system. 

All  scenarios  where  the  number  of  retail  outlets  is  projected  to  be  665  or  757  are  predicated  on  the 
assumption  that  the  legislature  or  PLCB  will  prevent  the  number  of  retail  outlets  in  Pennsylvania  from 
rising  significantly  from  current  levels. 

Wholesale  license  fees  and  number  of  wholesale  outlets  were  based  on  the  current  structure  in  New 
York  and  New  Jersey.  Both  states  have  approximately  60  wholesalers  and  charge  $7,000  for  annual 
licenses.  Despite  the  variation  in  size  between  New  York  and  New  Jersey,  a similar  wholesale  outlet 
number  and  fee  structure  exists  due  to  the  common  regional  market.  Given  the  proximity  of  these  two 
states  to  Pennsylvania,  we  assumed  that  the  New  Jersey/New  York  structure  would  prevail  in 
Pennsylvania. 

Franchise  fees:  In  the  retail  franchise  privatization  scenarios,  the  PLCB  would  offer  franchise  rights  to 
specific  geographic  areas  to  private  retailers.  In  these  cases,  franchises  for  10-year  periods  are 
auctioned  off  and  the  high  bidders  pay  their  bid  values  as  an  up-front  fee  to  the  PLCB.  These  auction 
proceeds  are  expected  to  be  much  larger  than  license  fees  since  they  are  collected  once  to  cover  a 10- 
year  period  and  because  the  auction  format  will  encourage  competition  among  would-be  franchisees. 
Yearly  license  and  royalty  fees  may  continue  to  be  charged  in  these  scenarios,  but  they  are  at  relatively 
low  rates  due  to  the  up-front  franchise  payment. 

For  most  franchise  scenarios,  franchise  auction  proceeds  were  estimated  based  on  the  results  of  the 
franchise  auction  held  by  the  state  of  West  Virginia  when  it  privatized  its  state  liquor  stores  in  1 990  and 
1991 . This  auction  yielded  a total  value  of  28.8%  of  the  previous  year’s  sales  revenues.  However,  as 
West  Virginia  is  the  only  state  to  have  privatized  liquor  sales  through  an  auction  process,  we  also 
undertook  a survey  of  some  private  sector  franchise  relationships  as  a reasonableness  check  on  our 
franchise  auction  value  estimate.  In  a conventional,  private  franchise  agreement,  the  franchiser  may 
receive  cash  payments  of  up  to  three  types: 

1.  Franchise  fee — fixed  fee  which  may  be  required  in  one  lump  sum  up-front  or  permitted  in  installments; 

2.  Royalty  fee — usually  a percentage  of  gross  sales  paid  monthly  or  weekly; 

3.  Advertising  fee — many  franchisers  break  out  advertising  costs  and  charge  a separate  fee  for  them. 
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As  it  is  not  expected  that  the  PLCB  will,  as  a franchiser,  provide  advertising  support  for  private  franchisees,  the 
last  of  these  three  payments  was  not  included  in  our  analysis.  The  following  table  shows  the  franchise  and 
royalty  fees  charged  by  a variety  of  American  franchisers  according  to  two  surveys,  from  The  Franchise  Annual 
Directory  and  Franchise  Times  Magazine; 


Franchiser/Industry 

De  Dutch  Pannekoek  House  - Restaurant 

Gorin's  Homemade  Cafe  & Grill 

Mr.  Subb  - Restaurant 

Roger  Dunn  Golf  Shops 

Brewster's  Coffee  - Coffee  Shop 

Digiad  - Internet  Advertising,  Marketing 

Cyber  Exchange  - Software  Sale/Resale 

...It  Store  - Gifts/Novelties 

AWC  Commercial  Window  Coverings 

Critter  Care  - Pet/House  Sitting  Service 

The  Housesitters  - Pet/House  Sitting,  Cleaning 

Rent-a-Wreck  - Car  Rental 

Thrifty  Car  Rental  - Car  Rental 

Wear  Master  - Muffler  and  Break  Service 

Custom  Auto  Restoration  - Auto  Restoration 

Impressions  On  Hold  - Phone  Systems 

P.A.S.S.  Packaging  and  Shipping 

Paystation  - Payroll  Security  Services 

Tutor  Time  - Child  Care/Leaming  Center 

Bio  Ped  Foot  Care  Centers 

Snip  'n  Clip  - Haircut  Shop 

The  Cydepath  - Bike  Shop 

McDonald's  - Restaurant 

Interim  Services  - Business  Services 

Dunkin'  Donuts  - Restaurant 

Holiday  Inns  - Hotels,  Motels,  Campgrounds 

Medidne  Shoppe  - Retail,  Spedatty 

General  Nutrition  Centers  - Service  Businesses 

Sylvan  Learning  Center  - ChildyAdutt  Ed 

Wendy's  - Restaurant 

Pizza  Hut  - Restaurant 

Taco  Bell  - Restaurant 

Radio  Shack  - Retail,  Spedalty 

Coldwell  Banker  - Real  Estate 

International  House  of  Pancakes  - Restaurant 

Service  Master  - Service  Businesses 

Ramada  Inns  - Hotels,  Motels,  Campgrounds 

Super  8 Motels  - Hotels,  Motels,  Campgrounds 

Dairy  Queen  Brazier  - Restaurant 


Franchise  Fee 

Royalty 

$37,500 

5.0% 

$18,500 

5.0% 

$15,000 

6.0% 

$45,000 

3.0% 

$10-20,000 

6.0% 

$13,999 

3.0% 

$10,000 

5.0% 

$25,000 

6.0% 

$35,000 

8.75% 

$8,500 

5.0% 

$25,000  min 

8.0% 

$10-$30,000 

6.0% 

$15-250,000 

5.0% 

$10,000 

5.0% 

$995  - $5495 

0.0% 

$27,500 

4.0% 

$22,500 

0.0% 

$10,000 

0.0% 

$32,000 

5.0% 

$30-$1 00,000 

8.0% 

$10,000 

5.0% 

$40,000 

0.0% 

$45,000 

4.0% 

$9-$30,000 

5.0% 

$0-$40,000 

6.0% 

$35,000-$75,000 

5.0% 

$10,000-$1 8,000 

5.5% 

$25,000-$27,000 

6.0% 

$44.21 0-$54,210 

8.5% 

$30,000 

4.0% 

$25,000 

6.75% 

$45,000 

5.5% 

$50,000 

0.0% 

$20,000-$47,000 

4.0% 

$50,000-$600,000 

4.5% 

$13,650-$25,500 

7.0% 

$35,000 

4.0% 

$20,000 

5.0% 

$30,000 

4.0% 
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Franchiser/Industry 

Kentucky  Fried  Chicken  - Restaurant 

Hertz  - Automotive  Rental 

Mail  Boxes  Etc.  - Business  Services 

Burger  King  - Restaurant 

Midas  - Automotive 


Franchise  Fee 

Royalty 

$6,250-$25,000 

4.0% 

$1,000-$300,000 

4.0% 

$4,500-$24,950 

5.0% 

$40,000 

3.5% 

$20,000 

10.0% 

While  there  are  significant  differences  between  private  franchise  arrangements  and  the  projected  Pennsylvania 
wine  and  spirits  franchise  situation,  average  franchise  and  royalty  fees  are  reasonable  indicators  of  what  the 
Commonwealth  could  expect  from  a franchise  auction  (or  reasonably  charge  in  royalty  fees).  The  average 
royalty  fee  charged  by  the  45  franchisers  listed  above  is  4.8%,  with  a standard  deviation  of  2.3%.  This  implies 
that  roughly  two  thirds  of  franchisers  charge  between  2.5%  and  7.1%  of  gross  sales  to  their  franchisees.  On 
the  low  end  of  the  spectrum,  2.5%  of  annual  sales  over  ten  years  is  only  slighltly  less  than  28%  of  one  year’s 
sales.  On  top  of  the  royalty  fee,  franchisees  are  also  paying  an  average  up-front  franchise  fee  of  nearly 
$34, (XX).  This  provides  some  evidence  that  the  28.8%  of  sales  figure  derived  from  the  West  Virginia 
experience  may  be  conservative  for  an  estimate  of  Pennsylvania’s  gains  from  a franchise  auction.  For  this 
reason,  we  ran  one  scenario.  Franchise  System  - Royalty  (40.0),  with  an  estimate  of  auction  proceeds  equal  to 
40.0%  of  1996  sales. 


Estimated  10-year  franchise  right  auction  proceeds  for  the  relevant  scenarios  are  shown  in  the  table 
below.  Note  that  in  the  IPO  with  Retail  Franchises  scenario,  franchise  fees  are  collected  by  the  private 
corporation  and  are  not  direct  revenues  to  the  PLCB.  Therefore,  that  scenario  is  not  included: 


Scenario 

1 996  Sales  Revenue 

10-Year  Franchise  Fees 
(collected  in  Year  1) 

Retail  Privatization  of  Spirits  and  Wine 

Franchise  System  - Low  Markup 

$689  million  wine^-spirits 

$ 198  million  (28.8%) 

Franchise  System  - Medium  Markup  (665) 

$689  million  wine+spirits 

$ 198  million  (28.8%) 

Franchise  System  - Medium  Markup  (1500) 

$689  million  wine+spirits 

$ 198  million  (28.8%) 

Franchise  System  - High  Markup 

$689  million  wine+spirits 

$ 198  million  (28.8%) 

Franchise  System  - Price  Neutral 

$689  million  wine+spirits 

$ 198  million  (28.8%) 

Franchise  System  - Current  Markup 

$689  million  wine+spirits 

$ 198  million  (28.8%) 

Franchise  System  - Royalty  (28.8) 

$689  million  wine+spirits 

$ 198  million  (28.8%) 

Franchise  System  - Royalty  (40.0) 

$689  million  wine+spirits 

$ 276  million  (40.0%) 

Retail  Privatization  of  Wine  Only 

Franchise  System  - Low  Markup 

$ 285  million  wine  only 

$ 82  million  (28.8%) 

Franchise  System  - High  Markup 

$ 285  million  wine  only 

$ 82  million  (28.8%) 

Royalty  Fees:  In  most  franchise  scenarios,  we  used  the  West  Virginia  model  and  assumed  a per  store  per  year 
license  fee  of  $1 ,000  in  addition  to  the  auction  values.  However,  in  two  scenarios.  Franchise  System  - Royalty 
(28.8)  and  Franchise  System  - Royalty  (40.0),  we  substituted  a royalty  fee  of  1 percent  of  retail  sales  for  the  flat 
$1,000  license  fee. 

Enforcement  Fines:  Enforcement  fines  under  the  various  scenarios  are  predicted  to  rise  in  a one-to-one 
ratio  with  the  expenditures  of  the  Pennsylvania  State  Police  beginning  in  Year  1 of  privatized  operations 
(see  ‘Licensing,  Contracting,  Monitoring"  below).  Ongoing  enforcement  fines  in  Years  2-10  are 
expected  to  change  at  the  same  growth  rate  as  in  the  Baseline  case.  The  expected  rises  in  Year  1 are 
as  follows: 
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Retail  Privatization  of  W&S 

Retail  Privatization  of  Wine 

Wholesale  and  Retail  Privatiz. 

License  - Low  Control 

13% 

License  - Low  Control 

30% 

Wholesale/Retail  Licensing 

15% 

License  - Medium  Control 

9% 

License  - High  Control 

1% 

IPO  - Retail  Licensing 

15% 

License  - High  Control 

1% 

Franchise  - Low  Markup 

5% 

IPO  - Retail  Franchising 

5% 

License  - Price  Neutral 

1% 

Franchise  - High  Markup 

5% 

Franchise  - Low 

5% 

Agency  Store  System 

5% 

Franchise  - Medium  (665) 

5% 

Franchise  - Medium  (1,500) 

5% 

Franchise  - High 

5% 

Franchise  - Price  Neutral 

5% 

Franchise  - Current 

5% 

Franchise  - Royalty  (28.8) 

5% 

Franchise  - Royalty  (40.0) 

5% 

Agency  Store  System 
(All  Commissions) 

5% 

Bond  Forfeiture,  Interest  Income,  Miscellaneous  Revenue:  Privatization  is  not  expected  to  significantly 
impact  these  revenue  streams.  The  Baseline  forecasts  are  assumed  to  hold  under  all  scenarios. 

Costs 

Depending  on  the  scenario,  the  vanous  components  of  Operating  and  Agency  Expenses  may  rise  or  fall. 
For  each  privatization  scenario  considered,  Price  Waterhouse  determined  the  one-time  rise  or  drop  in 
the  cost  associated  with  each  component  in  Year  1 of  privatized  operations.  For  Years  2-10,  each  cost 
was  assumed  to  grow  from  its  1997  base  at  the  same  rate  it  is  predicted  to  grow  in  the  Baseline 
scenario.  In  short,  privatization  is  expected  to  affect  the  base  level  of  costs,  but  not  the  rate  of  growth  of 
each  cost  considered  individually.  The  percentage  increases/decreases  noted  below  are  the  immediate 
percent  change  from  Baseline  expected  in  Year  1 for  the  relevant  expenses. 

Operating  Expenses 

Cost  of  Goods  Sold:  Retail  privatization  is  assumed  to  have  no  impact  on  cost  of  goods  sold  (COGS), 
other  than  through  its  effects  on  total  sales.  Therefore,  as  in  the  Baseline  case,  COGS  is  calculated  as 
a function  of  the  manufacturers’  price  for  each  size  unit  of  wine  and  spirits,  the  number  of  units  sold  of 
each  size,  and  the  manufacturers’  discounts.  The  number  of  units  under  each  scenario  is  determined  by 
the  calculated  change  in  average  price  of  each  scenario  and  the  assumed  price  elasticities  of  demand.” 
The  manufacturers’  discounts  remain  the  same  proportion  of  pre-discount  COGS  as  in  the  Baseline 
case. 

In  the  wholesale  and  retail  privatization  options,  the  PLCB  no  longer  sells  wine  or  spirits.  Under  these 
scenarios,  COGS  becomes  zero. 

Store  Employee  Salaries  and  Benefits:  Under  all  scenarios  other  than  the  “wine-only"  scenarios,  all  of 
these  costs  are  eliminated,  as  the  state  stores  cease  to  exist.  The  store  employees  include  full-time  and 
part-time  derks  as  well  as  store  managers.  Under  “wine-only"  privatization  scenarios,  the  state  stores 
remain,  but  their  annual  unit  sales  are  reduced  by  about  45  percent  (the  approximate  unit-share  of  wine 
sales)  in  Year  1 of  the  privatization.  Based  on  information  provided  by  PLCB  management,  the 
economies  of  scale  in  staffing  mean  that  a 45  percent  redudion  in  unit  sales  will  not  result  in  a full  45 
percent  reduction  in  staffing  needs.  Based  on  the  PLCB  staffing  formula,  we  calculated  that  the 


See  Page  73  for  a complete  explanation. 
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privatization  of  wine  sales  would  result  in  a 33  percent  reduction  in  staff  and  assoaated  wages  and 
benefits  at  the  store  level.  This  same  percentage  is  also  assumed  to  apply  to  ongoing  overtime,  shift 
differential  pay,  higher  classification  pay,  unemployment  compensation,  sick  leave  payout,  and  annual 
leave  payout  Leave  payouts  and  unemployment  charges  resulting  directly  from  privatization  are 
accounted  for  elsewhere  in  the  model  (see  “Transition  Costs’  below). 

A portion  of  the  benefits  “earned”  by  all  Commonwealth  employees,  including  those  of  the  PLCB,  pay  for 
annuitants’  medical  insurance.  The  furloughing  of  PLCB  employees  will  reduce  the  PLCB's  assessed 
portion  of  annuitants’  medical  costs,  but  will  not  reduce  the  Commonwealth’s  overall  liability.  The  PLCB 
savings  will  be  shifted  as  costs  to  other  Commonwealth  agencies,  and  these  costs  are  accounted  for 
under  Transfers  to  State/Commonwealth"  above. 


Retail  Agency  Payments:  Retail  agency  payments  refer  to  the  commissions  paid  to  the  agents  with 
whom  the  PLCB  contracts  under  the  four  agency  store  scenarios.  The  commission  levels  charged  by 
Ohio,  a state  in  which  there  are  very  few  restrictions  on  what  type  of  business  may  become  an  agent 
store,  are  4 percent  of  sales  to  on-premise  licensees  and  6 percent  of  sales  to  individual  customers. 
However,  these  commission  rates  would  be  too  low  to  attract  agents  in  situations  where  significant 
restrictions  on  agents  existed.  For  example,  a business  which  sold  only  wine  and  spirits  would  likely 
have  difficulty  making  a profit  at  4 and  6 percent  commission  levels.  Therefore,  we  tested  the  model  at 
various  commission  rates  to  account  for  the  range  of  restrictions  which  the  state  might  choose  to 
implement.  Our  assumptions  in  each  scenario  were  as  follows: 


Agency  Store  Scenario 

Wine  and  Spirits  - Low  Commission 
Wine  and  Spirits  - Medium  Commission 
Wine  and  Spirits  - High  Commission 
Wine  Only  - Low  Commission 


Commission  on  Sales  to 
Licensees 
4% 
8% 
16% 
4% 


Commission  on  Sales  to 
Individuals 

6% 

10% 

20% 

6% 


Other  Store  Expenses:  Under  all  scenarios  other  than  “wine  only”  these  costs  are  entirely  eliminated. 
They  indude  store-related  operating  expenses  from  bank  charges  for  checks  and  credit  card  service 
fees  to  armored  car  collection,  heating  fuel,  contracted  maintenance,  and  telephone  charges.  However, 
we  believe  that  in  the  first  year  of  privatization,  a portion  of  these  costs  will  necessarily  remain.  These 
first-year  “transition  costs’  of  the  stores  are  accounted  for  separately  (see  Transition  Costs’  below). 


Under  the  wine  only  privatization  scenarios,  most  of  the  other  store  expenses,  which  are  overhead 

costs,  rema.in  at  their  present  level.  The  rest  are  expected  to  diminish.  They  are: 

• Bank  Charges  for  Checks — decrease  25  percent;  bank  charges  are  a function  of  number  of  checks, 
not  value.  Customers  who  presently  prefer  to  pay  by  check  would  presumably  continue  to  do  so, 
although  some  of  these  can  be  assumed  to  be  primarily  wine  consumers  who  will  no  longer  be 
using  state  stores  and  some  can  be  assumed  to  increase  cash  payments  because  the  total  value  of 
their  purchases  will  be  reduced.  The  PLCB  keeps  no  records  whi^  would  allow  empirical 
investigation  of  actual  results.  We  assumed  that  these  charges  decrease  by  somewhat  less  than 
total  sales  decrease  (39  percent),  and  selected  25  percent  as  a conservative  figure  . 

• Credit/Debit  Card  Services— decrease  39  percent;  these  charges  (interchange  fees)  are  directly 
proportional  to  sales,  which  will  decrease  by  39  percent  under  wine-only  privatization  scenarios. 

• Medical  Supplies  Issued  from  Stock  and  Apparel  Issued  from  Stock — Decrease  in  direct  proportion 
to  the  decrease  in  number  of  employees,  33  percent. 
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• Rent  of  Real  Estate,  Store/Warehouse  Rent.  Real  Estate  Taxes,  Amortization  of  Leaseholds — 
decrease  15  percent;  while  the  number  of  units  sold  will  decrease  by  about  45  percent,  the 
expenses  required  to  move  existing  stores  and  higher  rates  per  square  foot  for  smaller  stores  imply 
a less  than  proportional  decrease  in  real  estate-related  costs.  Discussions  with  PLCB  Retail 
Management  and  Real  Estate  Bureau  staff  yielded  15  percent  as  a best  estimate. 

Agency  Expenses  ^ 

Licensing,  Contracting,  and  Monitoring:  Privatization  entails  increasing  some  PLCB  expenses  to 
account  for  licensing,  contracting,  and  monitoring  the  new  private  operators  in  the  wine  and  spirits 
markets.  Current  exp>enditures  for  fulfilling  these  responsibilities  with  respect  to  retail  and  wholesale 
beer  distributors  and  on-premise  licensees  fall  under  six  categories:  enforcement  (a  cash  transfer  to  the 
State  Police),  administrative  law  judges,  licensing,  investigations,  hearing  examiners,  and  legal. 

Presently,  approximately  1 0 percent  of  cases  heard  by  administrative  law  judges  (ALJs)  involve  beer 
distributors,  of  which,  when  one  includes  the  importing  (wholesale)  distributors,  there  are  approximately 
1,300.  These  cases  account  for  approximately  10%  of  the  ALJ  budget.  Also,  we  assume  that  this  10 
percent  is  a proxy  for  the  percentage  of  the  Pennsylvania  State  Police’s  alcohol  law  enforcement  budget 
expended  in  monitoring  beer  distributors  (because  the  AU  case-load  is  a result  of  the  enforcement 
efforts  of  the  police).  Therefore,  we  assume  that  every  increase  of  1 ,300  in  the  number  of  off-premise 
licensees  (i.e.  privatized  wine  and  spirits  stores)  would  require  a 10  percent  increase  in  enforcement 
costs  and  administrative  law  judge  costs.  Similarly,  we  assume  that  each  1 ,300  increase  in  off-premise 
licensees  would  result  in  a 7 percent  inaease  in  the  licensing  and  investigations  budget,  based  on  the 
current  costs  associated  with  licensing  and  investigating  beer  distributors.  In  the  agency  store  cases, 
there  is  no  new  licensing,  but  there  are  increases  in  investigations  due  to  assessing  potential  agents;  in 
the  IPO  scenarios,  there  are  no  additional  costs  as  the  PLCB  takes  on  no  new  licensing  responsibilities. 

Hearing  examiners  deal  almost  exclusively  with  on-premise  licensees,  hearing  complaints  by  the  public 
with  regard  to  alcoholic  beverage  licensees:  for  example,  a community  may  not  wish  to  have  a bar  in  its 
neighborhood.  Nevertheless,  privatization  may  lead  to  a significant  increase  in  the  number  of  off- 
premise  licensees  and  a corresponding  increase  in  demand  for  hearings.  In  scenarios  where  the 
number  of  retail  outlets  increased  to  at  least  1 ,500,  the  hearing  examiner  budget  was  assumed  to  rise  10 
percent:  in  cases  where  it  rose  to  less  than  1 ,500  it  was  assumed  to  rise  2-3  percent;  and  in  cases 
where  the  number  of  outlets  increased  by  no  more  than  the  current  number  of  state  stores  it  was 
assumed  to  stay  constant. 

In  all  retail  privatization  scenarios  the  legal  budget  was  assumed  to  rise  10  percent  in  order  to  account 
for  the  new  class  of  licensees  and  the  issues  associated  with  them.  The  only  exception  is  agency  store 
scenarios  in  which  the  budget  was  assumed  to  rise  25  percent,  as  the  nature  of  the  agency  system  is 
contractual  rather  than  license-based.  Under  the  wholesale  licensing  scenario  the  legal  budget  rises  15 
percent  in  order  to  account  for  two  new  classes  of  licensees,  wholesale  and  retail.  Lastly,  under  the  IPO 
scenarios,  legal  costs  do  not  rise  at  all.  Instead,  a new  agency  to  regulate  the  new  monopoly  is 
assumed  to  become  a cost  to  the  Commonwealth  (see  Transfers  to  State’  above). 

The  chart  below  summarizes  the  expected  increases  in  the  costs  of  licensing,  contracting,  and 
monitoring  under  the  various  scenarios: 


All  Agency  Expense  assumptions  were  made  in  conjunction  with  PLCB  employees. 
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Scenario 

Enforcement 

and 

Administrative 
Law  Judges 

Licensing 

Investigations 

Hearing 

Examiners 

Legal 

Wholesale  and  Retail  Privatization 

Wholesale/Retail  Licensing 

15% 

19% 

19% 

10% 

15% 

IPO  with  Retail  Licensing 

15% 

10% 

IPO  with  Retail  Franchising 

5% 

Retail  Privatization  of  Wine  and 

Spirits 

License  System  - Low  Control 

13% 

19% 

19% 

10% 

10% 

License  System  - Medium 

Control 

9% 

12% 

12% 

10% 

10% 

License  System  - High  Control 

1% 

8% 

8% 

3% 

10% 

License  System  - Price  Neutral 

1% 

4% 

4% 

- 

10% 

Franchise  System  - Low 

Markup 

5% 

4% 

4% 

- 

10% 

Franchise  System  - Medium 
Markup  (665) 

5% 

4% 

4% 

. 

10% 

Franchise  System  - Med. 

Markup  (1 ,500) 

5% 

8% 

8% 

10% 

Franchise  System  - High 

Markup 

5% 

4% 

4% 

- 

10% 

Franchise  System  - Price 

Neutral 

5% 

4% 

4% 

- 

10% 

Franchise  System  - Cunent 
Markup 

5% 

4% 

4% 

. 

10% 

Franchise  System  - Royalty 
(28.8  and  40.0) 

5% 

4% 

4% 

. 

10% 

Agency  Store  System  - All 
Commissions 

5% 

. 

4% 

. 

25% 

Retail  Privatization  of  Wine  Onh 

License  System  - Low  Control 

30% 

38% 

38% 

10% 

10% 

License  System  - High  Control 

1% 

8% 

8% 

2% 

10% 

Franchise  System  - Low  Mark. 

5% 

4% 

4% 

- 

10% 

Franchise  System  - High  Mark. 

5% 

4% 

4% 

- 

10% 

Agency  System  Outlets 

5% 

- 

4% 

- 

25% 

Payments  to  Other  Aoendes: 

• Auditor  General — Under  all  retail  privatization  scenarios  the  PLCB  will  continue  to  manage  large 
cash  flows.  In  these  cases  we  used  the  Baseline  projections  for  payments  to  the  state’s  Auditor 
General.  Under  the  wholesale/retail  privatization  scenarios,  the  PLCB  will  no  longer  have  operating 
earnings,  and  the  earnings  from  license  fees  are  assumed  to  be  too  insignificant  to  merit  an 
independent  audit  from  the  Auditor  General.  In  these  cases  this  expense  is  assumed  to  be  zero. 

• Comptroller  Operations — Presently,  the  Comptroller  accounts  for  inventories  and  cash  flows  at  the 
warehouse,  agency,  and  store  levels.  Under  most  wine  and  spirits  retail  privatization  scenarios, 
some  of  these  duties  are  no  longer  required.  Based  on  conversations  with  the  Comptroller,  we 
determined  that  a total  of  27  percent  of  Comptroller  Operations  could  be  eliminated  in  the  retail 
licensing  and  retail  franchising  of  wine  and  spirits  scenarios.  Under  wine  only  and  agency  store 
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scenarios,  the  Comptroller's  responsibilities  for  retail  inventory  management  remain,  and  no 
reduction  in  Comptroller  expenses  is  expected.  Under  wholesale  scenarios,  5 percent  of  the 
Comptroller  budget  is  expected  to  remain  in  order  to  account  for  the  small  flow  of  licensing  and 
administrative  costs  and  revenues. 

• Treasury — ^The  State  Treasury  charges  the  PLCB  for  managing  the  moneys  earned  by  the  Board 
before  they  are  transferred  to  the  State.  Under  retail  privatization  scenarios,  the  PLCB  will  continue 
to  have  regular  revenues  and  expenses  of  comparable  magnitude  to  the  Baseline  case  and  we 
assumed  that  Treasury  money  management  fees  would  remain  the  same.  In  the  case  of  wholesale 
privatization,  all  moneys  earned  by  the  state  are  collected  either  in  the  very  beginning  (as  with  the 
IPO  proceeds)  or  annually  (as  in  license  fees),  so  the  need  for  regular  money  management  is 
reduced.  We  assumed  that  Treasury  fees  would  be  reduced  99  percent  under  any  wholesale 
privatization  scenario. 

• General  Services — ^The  large  majority  of  General  Services  billings  to  the  PLCB  are  for  lease 
processings,  which  will  be  eliminated  if  the  state  stores  are  privatized.  We  estimated  that  85 
percent  of  these  expenses  would  be  eliminated  under  retail  wine  and  spirits  privatization  scenarios, 
15  percent  under  wine-only  privatization  scenarios,  and  100  percent  under  wholesale  privatization 
scenarios. 

• Civil  Service.  Payroll  Services,  Office  of  Budget  and  Administration — Pennsylvania’s  Civil  Service. 
Payroll  Services,  and  Office  of  Budget  and  Administration  bill  other  state  agencies  on  a per 
employee  basis.  Therefore,  assuming  that  PLCB  privatization  has  a negligible  impact  on  the  total 
number  of  Commonwealth  employees,  the  reduction  of  these  PLCB  expenses  is  directly 
proportional  to  the  reduction  in  its  workforce.  Under  wine  and  spirits  retail  privatization  scenarios, 
this  reduction  is  85  percent,  under  wine  only  retail  privatization  28  percent,  and  under  wholesale 
privatization  97  percent.  However,  we  expect  that  all  of  these  savings  will  be  shifted  as  costs  to 
other  agencies;  this  issue  of  shifted  costs  is  addressed  in  T ransfers  to  State/Commonwealth" 
above. 

• Miscellaneous  Agencies,  BMIS  Services — These  categories  refer  largely  to  information  and 
technology  services  supporting  operations.  These  costs  will  remain  at  100  percent  of  their  current 
level  in  all  retail  privatization  scenarios,  where  the  PLCB  remains  involved  in  operations.  Under 
wholesale  privatization  scenarios  these  costs  are  eliminated. 

Stores  and  Purchasing  Administration: 

• Bureau  of  Logistics — This  bureau  is  responsible  for  the  PLCB’s  wholesale  operations.  It  will  remain 
at  100  percent  of  Baseline  under  any  retail  privatization  scenario,  where  the  PLCB  remains  in 
control  of  wholesaling,  and  be  eliminated  entirely  under  any  wholesale  privatization  scenario. 

• Regional  Supervision,  Director  Retail  Management — ^These  costs  are  associated  with  the 
centralized  management  functions  of  the  state  stores.  Under  wine  and  spirits  retail  and  wholesale 
privatization  scenarios  they  are  entirely  eliminated.  The  only  exceptions  are  the  retail  agency  stores 
cases,  in  which  the  PLCB  will  still  retain  considerable  control  over  retailing:  in  this  case,  Director 
Retail  Management  funds  remain  at  1 00  percent  and  Regional  Supervision  funds  are  cut  by  half. 
Under  wine-only  privatization  scenarios  these  costs  are  projected  to  fall  by  15  percent,  except  in  the 
agency  stores  wine-only  scenario,  where  they  are  projected  to  rise  by  1 0 percent. 

• Bureau  of  Real  Estate,  Real  Estate  Maintenance — Only  5 percent  of  these  costs  are  incurred  for 
non-store  real  estate  such  as  regional  licensing  offices.  Under  ail  wine  and  spirits  retail  and 
wholesale  privatization  scenarios  they  are  projected  to  fall  by  95  percent.  Under  all  wine-only 
privatization  scenarios  they  are  assumed  to  remain  at  their  current  level. 
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Alcohol  Education  Expenses,  Executive  Expenses:  Education  expenses  are  not  expected  to  change 
from  the  Baseline  under  any  scenario.  Executive  expenses  (press  office,  board,  secretary)  are  assumed 
to  remain  unchanged  so  long  as  the  PLCB  remains  in  the  wholesale  business.  Under  the  wholesale 
licensing  scenario  these  costs  are  projected  to  be  halved;  under  the  IPO  scenarios  they  are  expected  to 
be  eliminated. 

Administration  Expenses: 

• Most  categories  of  administration  costs  remain  at  their  Baseline  forecast  levels  under  any 
privatization  scenario  other  than  wholesale  privatization.  These  costs  include  such  overhead  items 
as  copier  charges,  the  Director  of  Administration  and  Staff,  and  the  Bureau  of  Support  Services. 
Under  wholesale  privatization  scenarios  these  costs  are  expected  to  be  reduced  100  percent. 

• Wine  Bureau — Under  all  retail  privatization  scenarios  other  than  the  agency  store  cases,  the  Wine 
Bureau  is  expected  to  achieve  a cost  savings  of  50  percent,  reflecting  the  private  sector’s  new  role 
in  retail  management.  In  the  agency  store  situations  all  of  the  Bureau’s  functions  and  budget  are 
retained,  and  under  wholesale  privatization  scenarios  the  Wine  Bureau  budget  is  assumed  to  be 
eliminated  entirely. 

• Bureau  of  Personnel — Reflecting  the  reduction  in  the  workforce  under  each  scenario,  but  with  some 
consideration  for  overhead,  we  estimated  an  85  percent  reduction  under  all  wine  and  spirits  retail 
privatization  scenarios,  a 15  percent  reduction  in  wine-only  cases,  and  a 100  percent  reduction  in 
wholesale  privatization  cases. 

• Director  of  Marketing — ^The  Director's  responsibilities  include  supervision  of  the  Wine,  Logistics, 
Retail  Management,  and  Consumer  Relations  bureaus,  but  the  majority  of  his/her  responsibilities 
are  expected  to  remain  unless  the  PLCB  exits  both  the  wholesale  and  retail  sides  of  the  business. 
Price  Waterhouse  estimated  a 25  percent  savings  under  all  wine  and  spirits  retail  privatization 
scenarios,  a 15  percent  reduction  under  wine-only  scenarios,  and  a 100  percent  reduction  under  the 
wholesale  privatization  scenarios.  The  only  exceptions  are  the  agency  store  cases:  no  reduction  is 
predicted  in  the  Director  of  Marketing  budget  under  wine  and  spirits  retail  agencies  and  a 25  percent 
increase  is  estimated  if  only  wine  is  sold  by  agents. 

• Management  Information  Systems — ^These  costs  are  assumed  to  drop  by  50  percent  if  all  retail 
operations  are  privatized,  except  in  the  agency  store  (wine  and  spirits)  cases  where  they  would  not 
drop  at  all.  For  wine-only  retail  privatization  cases  they  are  predicted  to  fall  by  15  percent,  except 
under  agency  wine-only  where  they  are  predicted  to  rise  by  25  percent.  There  are  no  costs  in  the 
wholesale  privatization  cases. 

Warehouse  Contract:  The  PLCB  presently  contracts  out  its  warehousing  and  shipping  operations,  a 
practice  which  is  presumed  to  continue  under  any  retail  privatization  scenario.  However,  the  value  of 
these  contracts  is  a function  of  the  number  of  retail  outlets,  as  costs  increase  with  the  need  to  separate 
goods  into  bundles  and  deliver  to  more  locations.  Based  on  discussion  with  PLCB  Bureau  of  Logistics 
staff,  we  estimated  the  following  percentage  increases/decreases  under  each  scenario: 


Retail  Privatization  of  W&S 

Retail  Privatization  of  Wine 

Wholesale  and  Retail  Privatiz. 

License  - Low  Control 

25% 

License  - Low  Control 

50% 

Wholesale/Retail  Licenses  -1 00% 

License  - Medium  Control 

18% 

License  - High  Control 

10% 

IPO  - Retail  Licenses  -100% 

License  - High  Control 

10% 

Franchise  - Low  Markup 

10% 

IPO  - Retail  Franchises  -100% 

License  - Price  Neutral 

0% 

Franchise  - High  Markup 

10% 

Franchise  - Low 

0% 

Agency  Store  System 

10% 

Franchise  - Medium  (665) 

0% 

Franchise  - Medium  (1 ,500) 

2% 
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Retail  Privatization  of  W&S 

Retail  Privatization  of  Wine 

Wholesale  and  Retail  Privatiz. 

Franchise  - High 

0% 

Franchise  - Price  Neutral 

0% 

Franchise  - Current 

0% 

Franchise  - Royalty  (28.8) 

0% 

Franchise  - Royalty  (40.0) 

0% 

Agency  Store  System 
(All  Commissions) 

0% 

Transition  Costs 

As  with  any  large  scale  organizational  change,  all  PLCB  privatization  options  must  take  into  account  the 

costs  associated  with  a transition  period.  In  the  Price  Waterhouse  model,  transition  costs  appear  in  all 

scenarios  except  the  Baseline  case.  These  costs  are: 

• Sick  and  Annual  Leave  Payouts:  The  Office  of  Administration/Employee  Relations  provided  data 
estimating  that  all  retail  (store  and  field)  employees  would  be  laid  off  at  a cost  of  $9,941 ,935  in  sick 
and  annual  leave  payouts.  Based  on  this  data,  we  assumed  sick  and  annual  leave  payouts  of 
$9,941 ,935  for  all  wine  and  spirits  retail  privatizations.  For  wine-only  retail  privatizations,  we 
assumed  a reduction  of  33%  in  retail  personnel  and  therefore,  33%  of  $9,941 ,925  in  payouts.  For 
wholesale  privatization  scenarios,  we  assumed  a 1 00%  reduction  of  retail  personnel  as  well  as  a 
large  p)ortion  of  Agency  personnel,  resulting  in  an  additional  12.5%  of  sick  and  annual  leave  payouts 
(Agency  employees  are  approximately  12.5%  of  total  PLCB  staff  composite). 

• Unemployment  Costs:  The  Office  of  Administration/Employee  Relations  also  provided  data 
estimating  $10,569,800  in  unemployment  costs  for  all  retail  employees.  This  figure  is  calculated 
based  on  the  assumption  that  100  percent  of  laid  off  employees  will  earn  16  weeks  of 
unemployment  benefits,  the  average  earned  by  individuals  who  claim  unemployment  benefits  in 
Pennsylvania.  For  all  wine  and  spirits  privatization  options  except  the  Franchise  System  - Royalty 
(28.8%)  and  Franchise  System  - Royalty  (40%)  scenarios  we  assumed  $10,569,800  as  provided; 
for  all  wine-only  retail  privatizations,  we  used  33%  of  $10,569,800;  and  for  wholesale  privatization 
scenarios,  $10,569,800  plus  an  additional  12.5%.  After  further  discussion  on  the  development  of 
the  Franchise  System  - Royalty  (28.8%)  and  (40%)  scenarios,  additional  input  from  the  Office  of 
Administration  indicated  than  an  assumption  of  60  percent  of  laid  off  employees  earning  16  weeks 
of  benefits  may  be  more  reasonable  and  was  therefore  applied  in  these  two  scenarios. 

• Re-employment  Tax  Credit:  A re-employment  tax  credit  which  would  provide  $1 ,000  per  year  to 
employers  who  hire  unemployed  individuals  was  incorporated  in  the  development  of  the  Franchise 
System  - Royalty  (28.8%)  and  (40%)  scenarios.  The  Governor’s  office  estimates  a cost  to  the 
Commonwealth  of  $4.2  million  in  Year  1 . 

• Store  Expenses:  It  is  assumed  that  in  the  transition  year  (Year  1)  in  all  privatization  scenarios,  25 
percent  of  non-labor  store  expenses  will  be  incurred  as  a result  of  ending  leases,  dismantling 
stores,  and  shutting  down  the  retail  system. 

• In  the  wholesale  privatization  scenarios,  where  the  PLCB  is  no  longer  involved  in  wine  and  spirits 
operations,  we  assume  that  the  PLCB  is  also  able  to  obtain  one-time  revenues  from  the  sale  of  the 
Philadelphia  warehouse  and  general  inventory.  We  received  data  on  the  current  market  value  of 
the  warehouse  and  the  inventory  from  the  PLCB  Comptroller’s  Office.  After  subtracting  out 
corresponding  liabilities  for  its  value,  the  inventory  was  discounted  by  15%  to  arrive  at  actual 
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revenue  that  could  be  obtained  from  a large  scale  inventory  sale.  In  the  two  Franchise  System  - 
Royalty  cases,  we  also  included  funds  obtained  from  the  sale  of  inventory  only. 

Elasticities  of  Demand 

Price  Elasticity  of  Demand 

The  term  “price  elasticity  of  demand’  is  used  to  describe  the  ratio  of  the  percentage  change  in  the 
amount  of  a product  consumed  due  to  a given  percentage  change  in  the  price  of  the  product.  For 
example,  if  the  price  of  a product  rises  by  10  percent  and  the  resulting  demand  for  that  product 
decreases  by  10  percent,  then  the  price  elasticity  of  demand  is  equal  to  the  ratio  of  the  change  in 
demand  to  change  in  price,  or  negative  one.  Conventionally,  demand  for  a product  is  considered 
“elastic’  if  it  has  a price  elasticity  less  than  negative  one  and  “inelastic”  if  it  has  a price  elasticity  between 
zero  and  negative  one. 

The  price  elasticity  of  demand  for  spirits  and  wine  is  important  to  our  financial  analysis,  because 
privatization  may  have  an  effect  on  average  prices  of  those  goods.  These  price  changes  will  affect 
sales,  which  will,  in  turn,  affect  revenues  and  the  bottom  line.  Unfortunately,  there  is  no  consensus  on 
what  the  “correcf  elasticities  are.  Various  economists  have  tried  a variety  of  methodologies,  but  no 
study  is  immune  from  criticism  over  issues  of  inter-beverage  substitution,  cross-border  sales,  policy 
variables,  availability,  demographics,  or  other  non-price  factors  which  have  their  own  effects  on  sales. 

As  evidenced  in  the  table  below,  estimates  range  from  as  significant  as  -1 .97  for  spirits  to  as  small  as  - 
0.05  for  wine. 


Author 

Study 

Wine 

Spirits 

Omstein  (1980) 

Cite: 

Lomanor/Wilson 

USA,  1947-1964 

(-68) 

(.25) 

Walsh/Walsh 

Ireland,  1953-1967 

(.64) 

Lau 

Canada,  1949-1969 

(1-65) 

(1.45) 

Johnson/Oksanen 

Canada,  1955-1971 

(.67) 

(1.14) 

Labys 

USA,  1954-1971 

(1.65) 

Simon 

USA,  1955-1961 

(-79) 

Wales 

USA,  1960 

(.084) 

Smith 

USA,  1970 

(1.95) 

Lidman 

California,  1953-1975 

.02 

Barsby/Marshall 

USA,  1970-1975 

(1.06) 

Levy/Sheflin  (1983) 

Cite: 

Grabowski 

USA,  1956-1972 — covered  total  alcohol  sales 

(.39) 

(.39) 

Pogue/Sgontz  (1988) 

Cite: 

Nelson 

USA;  (Only  have  results) 

(.7) 

(.7) 

Selvanthan  (1991) 

USA,  1949-1982 

(.05) 

(.10) 

SelvanVCIements 

USA,  1949-1982 

(.22) 

(.10) 

Omstein/Hanssens  (1985) 

All  states 

License  states 

(.9) 

(.61H.91) 

Fisher/Cook  (1995) 

USA:  (Only  have  results) 

(.56) 

(1.97) 

CSIP  (1990) 

Survey  of  previous  results 

(.35) 

(-35) 

OMB/Treasury 

USA:  (Only  have  results) 

(.35) 

(.79) 

Philip  Cook 

USA:  (Only  have  results) 

(1.0) 

Averages 

(.67) 

(.76) 

For  the  purposes  of  the  Price  Waterhouse  model,  we  selected  average  elasticities  for  wine  and  spirits 
from  the  several  studies  noted  in  the  table;  -0.67  for  wine  and  -0.76  for  spirits. 
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Nevertheless,  because  of  the  range  of  estimates  in  the  literature,  we  analyzed  the  sensitivity  of  the 
results  to  variations  in  the  price  elasticity  assumption.  Elasticities  were  varied  by  33  percent  in  either 
direction,  creating  a range  of  wine  price  elasticities  from  -0.45  to  -0.89  and  a range  of  spirits  price 
elasticities  from  -0.51  to  -1 .01 . As  evidenced  in  the  table  below,  doing  so  had  little  effect  on  the  outcome 
of  our  analysis  in  terms  of  the  ten-year  sum  of  transfers  to  the  Commonwealth  government,  although 
scenarios  with  greater  price  changes  are  affected  more. 


Scenario 

% Initial 
Price 

Change  from 
Baseline 

10-Year 

Revenues 

(millions) 

Average 

Elasticity 

10-Year 
Revenues 
(millions) 
High  Elasticity 

10-Year 

Revenues 

(millions) 

Low 

Elasticity 

Retail  Privatization  of  Wine  and  Spirits 

Wholesale  and  Retail  Licenses 

4.19  w, 
9.09  sp 

$1,857 

$1,830 

$1,884 

IPO  with  Retail  Licenses 

4.19  w, 
9.09  sp 

$2,276 

$2,237 

$2,315 

IPO  with  Retail  Franchises 

6.75  w, 
10.90  sp 

$2,208 

$2,157 

$2,258 

Retail  Privatization  of  Wine  and  Spirits 

License  System  - Low  Control 

-2.89  w, 
6.87  sp 

$3,100 

$3,060 

$3,139 

License  System  - Medium  Control 

-0.50  w 
9.50  sp 

$3,016 

$2,956 

$3,077 

License  System  - High  Control 

1.89  w 
9.50  sp 

$2,906 

$2,840 

$2,972 

License  System  - Price  Neutral 

-0.50  w 
0.11  sp 

$2,739 

$2,727 

$2,751 

Franchise  System  - Low  Markup 

-15.39  w 
-6.89  sp 

$2,218 

$2,262 

$2,174 

Franchise  System  - Medium 

Markup  (665) 

-7.55  w 

1 .74  sp 

$2,745 

$2,746 

$2,744 

Franchise  System  - Medium 

Markup  (1 ,500) 

-7.55  w 

1 .74  sp 

$2,729 

$2,730 

$2,728 

Franchise  System  - High  Markup 

-0.50  w 
9.50  sp 

$3,151 

$3,091 

$3,212 

Franchise  System  - Pnce  Neutral 

-0.50  w 
0.11  sp 

$2,910 

$2,897 

$2,923 

Franchise  System  - Current 

Markup 

23.35  w 
23.01  sp 

$4,032 

$3,730 

$4,334 

Franchise  System  - Royalty  (28.8) 

-2.07  w 
-1.52  sp 

$3,074 

$3,074 

$3,074 

Franchise  System  - Royalty  (40.0) 

-2.07  w 
-1.52  sp 

$3,151 

$3,151 

$3,152 

Agency  Store  System  - Low 
Commission 

0 w 

0 sp 

$3,618 

$3,618 

$3,618 

Agency  Store  System  - Medium 
Commission 

0 w 

0 sp 

$3,261 

$3,261 

$3,261 

Agency  Store  System  - High 
Commission 

0 w 

0 sp 

$2,418 

$2,418 

$2,418 

Retail  Privatization  of  Wine  Only 
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Scenario 

% Initial 
Price 

Change  from 
Baseline 

10-Year 

Revenues 

(millions) 

Average 

Elasticity 

10-Year 
Revenues 
(millions) 
High  Elasticity 

10-Year 

Revenues 

(millions) 

Low 

Elasticity 

License  System  - Low  Control 

-2.89  w 

0 sp 

$2,210 

$2,210 

$2,209 

License  System  - High  Control 

1.89  w 

0 sp 

$2,250 

$2,235 

$2,266 

Franchise  System  - Low  Markup 

-15.39  w 

0 sp 

$1,893 

$1,919 

$1,867 

Franchise  System  - High  Markup 

-0.50  w 

0 sp 

$2,352 

$2,344 

$2,359 

Agency  Store  System 

0 w 

0 sp 

$2,617 

$2,617 

$2,617 

Availability  Basticity  of  Demand 

Just  as  sales  volume  may  be  affected  by  price,  it  may  also  be  affected  by  availability.  Availability  of  wine 
and  spirits  may  increase  to  a greater  or  lesser  degree  in  various  privatization  scenarios  depending  on 
the  number  of  retail  outlets  created.  As  mentioned  earlier  in  the  report,  our  model  accounts  for  an 
indirect  impact  of  availability  on  sales.  We  assume  that  an  increase  in  number  of  retail  outlets  will  result 
in  higher  competition  and  therefore  lower  markups.  This  will  reduce  the  average  price  and  increase  the 
total  sales  levels. 

However,  the  direct  impact  of  availability  on  sales  volume  is  much  less  straightfonvard  to  measure.  The 
number  of  outlets  where  wine  and  spirits  can  be  purchased  is  not  the  only  aspect  of  availability;  there  is 
also  the  question  of  the  type  of  outlets  (e.g.  can  wine  and  spirits  be  purchased  in  supermarkets, 
drugstores,  and  other  retail  establishment,  or  must  they  be  purchased  at  specialty  liquor  package 
stores).  Taking  the  type  of  outlets  into  account  requires  using  a “transaction  cost”  approach  to 
availability. 

Transaction  costs  are  the  financial  and  non-finandal  costs  associated  with  the  purchase  of  a service  or 
good  that  are  not  paid  in  compensation  for  the  service  or  good  itself.  For  example,  in  purchasing  wine 
and  spirits,  consumers  not  only  pay  the  price  of  their  purchases,  they  also  spend  time  and  pay  money 
for  transportation  to  and  from  the  store.  If  such  transaction  costs  are  high  in  certain  environments,  all 
else  being  equal,  demand  for  wine  and  spirits  will  be  lower  than  it  would  be  otherwise.  Privatization,  by 
changing  the  institutional  structure  of  the  wine  and  spirits  industries  in  Pennsylvania,  may  have  ar» 
impact  on  transaction  costs  and  hence  on  demand.  Increasing  the  number  of  outlets  where  wine  and 
spirits  are  sold  or  allowing  them  to  be  sold  by  supermarkets  reduces  transaction  costs  by  reducing 
traveling  distance  to  the  nearest  outlet  and  allowing  consumers  to  consolidate  the  number  of  trips 
required  to  make  their  desired  purchases. 

As  with  the  literature  on  price  elasticity,  the  literature  on  availability  elasticity  offers  no  clear  consensus. 
Most  studies  that  have  addressed  the  issue  directly  have  failed  to  identify  significant  impacts  of 
availability  on  sales.  These  include  a study  of  the  introduction  of  wine  into  grocery  stores  in  Quebec 
performed  by  Adrian,  Ferguson,  and  Her  {Journal  of  Studies  on  Alcohol,  1996)  and  a study  of  the 
privatization  of  wine  sales  in  Iowa  by  Mulford,  Ledolter,  and  Fitzgerald  {Journal  of  Studies  on  Alcohol, 
1992).  Other  studies  find  significant  effects  but  their  models  tend  to  be  characterized  by  bad  fits  to  the 
data  and  implausible  price  elasticities  (Gruenewald,  et  al..  Alcoholism:  Clinical  and  Experimental 
Research,  1993)  or  poor  specification  and  data  problems  (Wagenaar  and  Holder,  Journal  of  Studies  on 
Alcohol,  March  1991). 
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Several  other  studies  have  found  relatively  small  availability  elasticities.  For  example,  Nelson  (Journal 
of  Regulatory  Economics,  1990)  estimated  an  availability  elasticity  of  0.041  for  spirits  and  0.058  for  wine; 
Hoadley,  Fuchs,  and  Holder  (American  Journal  of  Drug  and  Alcohol  Abuse,  1984)  estimated  0.027.  In 
both  cases,  the  authors  used  total  number  of  on  and  off-premise  retail  outlets  as  their  explanatory 
vanables,  so,  for  example.  Nelson  expects  a 4.1%  increase  in  spirits  sales  to  result  from  a 100% 
inaease  in  the  total  number  of  on  and  off  premise  outlets.  Hoadley,  Fuchs,  and  Holder  find  no  impact 
on  sales  from  restricting  wine  and  spirits  sales  in  different  types  of  retail  outlets. 

These  findings  are  consistent  with  the  idea  of  a “mature”  market  in  wine  and  spirits.  Over  an  extended 
period  of  time  with  no  changes  to  the  availability  of  a product,  consumers  will  tend  to  behave  in  ways 
which  minimize  transaction  costs:  they  will  buy  spirits  and  wine  from  outlets  they  pass  on  their  way  home 
from  work,  make  fewer  trips  to  the  store  but  purchase  more  each  time,  and  engage  in  other  transaction 
cost-reducing  behaviors  without  reducing  purchases.  If  this  holds  true  in  Pennsylvania,  then  an  increase 
in  the  number  of  retail  outlets  may  have  very  little  non-price  related  impact  on  sales.  For  the  purpose  of 
our  analysis,  we  assumed  that  this  is  the  case  and  that  the  direct  measure  of  availability  elasticity  of 
demand  is  equal  to  zero. 

However,  to  test  the  sensitivity  of  the  model  in  this  respect,  we  assumed  an  availability  elasticity  of  0.10, 
a high  value  compared  to  the  industry  research.  At  0.10,  for  every  increase  of  100%  in  the  number  of 
on-  and  off-premise  licensees  expected,  there  is  an  increase  in  unit  sales  of  10%.  Presently  there  are 
approximately  16,400  on-premise  licensees  for  wine  and  spirits  in  the  state  of  Pennsylvania,  in  addition 
to  665  state  stores,  for  a total  of  17,065  licensees.  Under  the  most  extreme  scenario,  the  number  of  off- 
premise  wine  outlets  increases  to  6,880  and  the  number  of  spirits  outlets  stays  the  same;  the  total 
number  of  on-  and  off-premise  wine  outlets  thus  increases  to  23,280,  a 36%  rise.  Given  an  elasticity  of 
0.10,  this  would  result  in  an  increase  in  wine  sales  of  only  3.6%  in  the  most  extreme  case.  The  table 
below  shows  the  impact  on  the  predicted  total  revenues  to  the  Commonwealth  government  for  each 
scenario  of  assuming  an  availability  elasticity  of  0.10.  At  the  maximum,  including  this  availability 
elasticity  changes  the  financial  results  by  slightly  more  than  1 percent. 


Option 

% Change  in 
Number  of  Retail 
Outlets 

10  Yr  Revenues 
(millions): 
Elasticity  of 
Availability  = 0 

10  Yr  Revenues 
(millions): 
Elasticity  of 
Availability  = 0.10 

Wholesale  and  Retail  Privatization 

Wholesale  and  Retail  Licenses 

15.2%  w 
15.2%  sp 

$1,857 

$1,880 

IPO  with  Retail  Licenses 

15.2%  w 
15.2%  sp 

$2,276 

$2,309 

IPO  with  Retail  Franchises 

0%w 
0%  sp 

$2,208 

$2,208 

Retail  Privatization  of  Wine  and  Spirits 

License  System  - Low  Control 

15.2%  w 
15.2%  sp 

$3,100 

$3,134 

License  System  - Medium  Control 

9.0%  w 
9.0%  sp 

$3,016 

$3,029 

License  System  - High  Control 

3.1%  w 
3.1%  sp 

$2,906 

$2,923 

License  System  - Price  Neutral 

0%  w 
0%  sp 

$2,739 

$2,739 

Franchise  System  - Low  Markup 

0%w 
0%  sp 

$2218 

$2,218 

Franchise  System  - Medium  Markup 

0%w 

$2,745 

$2,745 
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Option 

% Change  in 
Number  of  Retail 
Outlets 

10  Yr  Revenues 
(millions): 
Elasticity  of 
Availability  = 0 

10  Yr  Revenues 
(millions): 
Elasticity  of 
Availability  = 0.10 

(665) 

0%  sp 

Franchise  System  - Medium  Markup 
(1.500) 

4.9%  w 
4.9%  sp 

$2,729 

$2,746 

Franchise  System  - High  Markup 

0%  w 
0%  sp 

$3,151 

$3,151 

Franchise  System  - Price  Neutral 

0%w 
0%  sp 

$2,910 

$2,910 

Franchise  System  - Current  Markup 

0%w 
0%  sp 

$4,032 

$4,032 

Franchise  System  - Royalty  (28.8) 

0.5%  w 
0.5%  sp 

$3,074 

$3,074 

Franchise  System  - Royalty  (40.0) 

0.5%  w 
0.5%  sp 

$3,151 

$3,151 

Agency  Store  System  - Low 

Commission 

0%w 
0%  sp 

$3,618 

$3,618 

Agency  Store  System  - Medium 
Commission 

0%w 
0%  sp 

$3,261 

$3,261 

Agency  Store  System  - High 
Commission 

0%w 
0%  sp 

$2,417 

$2,417 

Retail  Privatization  of  Wine  Only 

License  System  - Low  Control 

36.4%  w 
0%  sp 

$2,210 

$2,213 

License  System  - High  Control 

3.1%  w 
0%  sp 

$2,250 

$2,262 

Franchise  System  - Low  Markup 

0%w 
0%  sp 

$1,893 

$1,893 

Franchise  System  - High  Markup 

0%w 
0%  sp 

$2,352 

$2,352 

Agency  Store  System 

0%w 
0%  sp 

$2,617 

$2,617 
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Appendix  II:  Model  Results 

This  appendix  offers  a more  detailed  financial  picture  of  each  of  the  scenarios  which  Price 
Waterhouse  has  considered.  For  most  of  the  privatization  scenarios  there  are  three  sheets:  a 
descriptive  overview,  a PLCB  Summary  sheet,  and  a State  Transfers  sheet.  The  first  includes 
major  operating  and  financial  characteristics  with  respect  to  markups,  tax  rates,  and  number  of 
outlets,  as  well  as  a comparison  of  the  scenario’s  projected  cash  flows  to  the  Baseline 
projections.  The  second  shows  PLCB  revenues  and  expenses  in  aggregated  categories  and 
calculates  projected  annual  cash  flows  for  the  PLCB  over  the  first  ten  years  of  privatization. 

This  sheet  is  not  included  for  the  wholesale  privatization  scenarios,  as  in  these  cases  the 
PLCB’s  operations  are  reduced  to  a few  licensing  and  administration  functions — ^the  net  costs 
of  these  operations  show  up  as  a transfer  of  liability  to  the  Commonwealth  on  the  third  sheet 
The  third  sheet  shows  the  total  annual  financial  impact  of  each  scenario  on  the  Commonwealth 
government  and  on  Pennsylvania  municipalities,  including  general  PLCB  transfers, 
enforcement  and  other  dedicated  transfers,  tax  revenues,  shifted  costs,  regulatory  costs, 
license  fees  to  municipalities,  and  IPO  proceeds. 

In  addition,  for  the  convenience  of  the  reader,  three  summary  tables  have  been  included  in 
Appendix  II  which  compare  the  various  options  in  terms  of  revenues  to  the  Commonwealth 
government  build-up  to  final  retail  prices,  and  annual  unit  sales. 
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Agency  Store  System  - 

Low  Commission  $308.97  $344.30  $349.26  $354.59  $359.99  $365.90  $372.35  $379.41  $387.15  $395,62  $3,617.54 

Difference  from  Baseline  $68.95  $102.86  $106.10  $109.41  $112.81  $116.29  $119.84  $123.47  $127.17  $130.94  $1,117.84 
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Baseline 


Descriptive  Statistics; 

Selected  Economic  Impacts 

Liquor  Excise  Tax:  1 8% 

Average  Impact  on  Spirits  Prices  (1st  Year): 

Wholesale  Markup:  30%  + OCC 

Average  Impact  on  Wine  Prices  (1  st  Year): 

Expected  Retail  Markup: 

Expected  Number  of  Retail  Outlets:  665 

"Up  Fronr  Revenues:  $0 

Revenue  to  Commonwealth  Government  - Baseline  (Smillions) 


1997  1998  1999  2000 

2001  2002  2003  2004  2005  2006  10-yrSum 

Baseline:  $240.02  $241.44  $243.16  $245.17 

$247.18  $249.61  $252.51  $255.94  $259.98  $264.69  $2,499.71 
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Wholesale/Retail  License  System 


Descriptive  Statistics: 

Liquor  Excise  Tax:  $6.75/g  sp,  $3.25/g  w 

Expected  Wholesale  Markup:  24%  sp,  27%  w 

Expected  Retail  Markup:  20%  sp.  22%  w 

Expected  Number  of  Retail  Outlets:  3,255 

Expected  Number  of  Wholesale  Outlets:  60 


Selected  Economic  Impacts 
Average  Impact  on  Spirits  Prices  (1st  Year): 
Average  Impact  on  Wine  Prices  (1st  Year): 
"Up  Fronf  Revenues: 


9.09% 

4.19% 

$0 


Revenue  to  Commonwealth  Government  • Scenario  vs.  Baseline  ($millions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario: 

$203.38 

$179.27 

$179.88 

$180.67 

$181.67 

$182.89 

$184.36 

$186.10 

$188.15 

$190.53 

$1,856.90 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Difference: 

($36.65) 

($62.17) 

($63.28) 

($64.50) 

($65.51) 

($66.72) 

($68.15) 

($69.84) 

($71.83) 

($74.16) 

($64Z80) 
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IPO  With  Retail  Licensing 


Descriptive  Statistics: 

Liquor  Excise  Tax:  $6.75/g  sp,  $3.25/g  w 

Wholesale  Markup;  24%  sp,  27%  w 

Expected  Retail  Markup:  20%  sp,  22%  w 

Expected  Number  of  Retail  Outlets;  3,255 
Expected  Number  of  Wholesale  OutI  0 


Selected  Economic  impacts 

Average  Impact  on  Spirits  Prices  (1st  Year):  9.09% 

Average  Impact  on  Wine  Prices  (1st  Year):  4.19% 

"Up  Fronr  Revenues:  $649  million 


Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($millions) 


1997 

1998 

1999 

1 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$832.52 

$159.23 

$159.24 

$159.34 

$159.57 

$159.92 

$160.41 

$161.05 

$161.86 

$162.85 

$2,276.00 

Baseline; 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$592.50 

($82.21) 

($83.93) 

($85.83) 

($87.61) 

($89.69) 

($92.10) 

($94.89) 

($98.12) 

($101.84) 

($223.71) 
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IPO  With  Retail  Franchising 


Descriptive  Statistics: 

Liquor  Excise  Tax:  $6.75/g  sp,  $3.25/g  w 

Wholesale  Markup:  24%  sp,  27%  w 

Expected  Retail  Markup:  22%  sp,  25%  w 

Expected  Number  of  Retail  Outlets:  665 

Expected  Number  of  Wholesale  OutI  1 


Selected  Economic  Impacts 

Average  Impact  on  Spirits  Prices  (1st  Year):  10.90% 

Average  Impact  on  Wine  Prices  (1st  Year):  6.75% 

"Up  Fronr  Revenues:  $606  million 


Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  (Smillions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$791.25 

$156.25 

$156.25 

$156.36 

$156.58 

$156.92 

$157.40 

$158.03 

$158.81 

$159.78 

$2,207.62 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$551.23 

($85.19) 

($86.91) 

($88.82) 

($90.60) 

($92.69) 

($95.11) 

($97.92) 

($101.16) 

($104.91) 

($292.08) 
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Privatization  Analysis  of  the 
Pennsylvania  Wine  and  Spirits  Industry 


Retail  License  System  - Low  Control 


Descriptive  Statistics: 

Selected  Economic  Impacts 

Liquor  Excise  Tax: 

18% 

Average  Impact  on  Spirits  Prices  (1st  Year): 

6.87% 

Wholesale  Markup: 

27% 

Average  Impact  on  Wine  Prices  (1st  Year): 

-2.89% 

Expected  Retail  Markup: 

22% 

"Up  Front'  Revenues: 

$0 

Expected  Number  of  Retail  Outlets: 

3,255 

Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($millions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$252.38 

$288.66 

$294.62 

$300.98 

$307.45 

$314.47 

$322.09 

$330.39 

$339.42 

$349.27 

$3,099.72 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$12.36 

$47.22 

$51.45 

$55.80 

$60.27 

$64.86 

$69.58 

$74.44 

$79.44 

$84.59 

$600.02 
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Pennsylvania  Wine  and  Spirits  Industry 


Retail  License  System  - Medium  Control 


Descriptive  Statistics: 

Selected  Economic  Impacts 

Liquor  Excise  Tax: 

18% 

Average  Impact  on  Spirits  Prices  (1st  Year): 

9.50% 

Wholesale  Markup; 

27% 

Average  Impact  on  Wine  Prices  (1st  Year): 

-0.50% 

Expected  Retail  Markup: 

25% 

"Up  Front'  Revenues: 

$0 

Expected  Number  of  Retail  Outlets; 

2,200 

Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($millions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$244.45 

$280.65 

$286.53 

$292.80 

$299.19 

$306.11 

$313.62 

$321.80 

$330.71 

$340.43 

$3.016Z9 

Baseline; 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Drtferenc 

$4.43 

$39.21 

$43.37 

$47.63 

$52.01 

$56.50 

$61.11 

$65.86 

$70.73 

$75.74 

$516.59 
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Retail  License  System  - High  Control 


Descriptive  Statistics: 

Selected  Economic  Impacts 

Liquor  Excise  Tax; 

18% 

Average  impact  on  Spirits  Prices  (1st  Year) 

Wholesale  Markup: 

27%  w,  25%  sp 

Average  Impact  on  Wine  Prices  (1st  Year): 

Expected  Retail  Markup; 

28%  w,  27%  sp 

"Up  Fronf  Revenues: 

Expected  Number  of  Retail  Outlets; 

1,200 

9.50% 

1.89% 

$0 


Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  (Smillions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$233.63 

$269.80 

$275.64 

$281.87 

$288.20 

$295.07 

$302.53 

$310.64 

$319.48 

$329.12 

$2,905.99 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

($6.39) 

$28.36 

$32.48 

$36.70 

$41.02 

$45.46 

$50.02 

$54.70 

$59.50 

$64.44 

$406.28 
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Retail  License  System  - Price  Neutral 


Descriptive  Statistics: 

Selected  Economic  impacts 

Liquor  Excise  Tax: 

18% 

Average  Impact  on  Spirits  Prices  (1st  Year): 

0.11% 

Wholesale  Markup: 

25%  w,  1 8%  sp 

Average  Impact  on  Wine  Prices  (1st  Year): 

-0.50% 

Expected  Retail  Markup: 

27%  w.  23%  sp 

"Up  Front"  Revenues: 

$0 

Expected  Number  of  Retail  Outlets:  665 

Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($millions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario  $216.88 

$253.07 

$258.93 

$265.17 

$271.52 

$278.39 

$285.85 

$293.96 

$302.79 

$312.43 

$2,739.00 

Baseline:  $240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc  ($23. 1 4) 

$11.63 

$15.76 

$20.00 

$24.34 

$28.79 

$33.34 

$38.02 

$42.82 

$47.74 

$239.30 
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Retail  Franchise  System  - Low  Markup 


Descriptive  Statistics: 

Liquor  Excise  Tax: 

18% 

Wholesale  Markup; 

8% 

Expected  Retail  Markup; 

25% 

Expected  Number  of  Retail  Outlets: 

665 

Selected  Economic  impacts 

Average  Impact  on  Spirits  Prices  (1st  Year) 
Average  Impact  on  Wine  Prices  (1st  Year); 
"Up  Fronr  Revenues: 


Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($miliions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

Scenario 

$350.42 

$186.87 

$191.36 

$196.14 

$200.91 

$206.08 

$211.71 

$217.83 

$224.51 

$231.81 

Baseline; 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

Differenc 

$110.39 

($54.57) 

($51.80) 

($49.03) 

($46.27) 

($43.53) 

($40.80) 

($38.11) 

($35.47) 

($32.88) 

Appendix  11 
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-6.89% 
-15.39% 
$198  million 


10-yr  Sum 
$2,21 7.S4 
$2,499.71 

($282.07) 
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Retail  Franchise  System  - Medium  Markup  (665) 


Descriptive  Statistics: 

Selected  Economic  Impacts 

Liquor  Excise  Tax: 

18% 

Average  Impact  on  Spirits  Prices  (1st  Year): 

1.74% 

Wholesale  Markup: 

18% 

Average  Impact  on  Wine  Prices  (1st  Year): 

-7.55% 

Expected  Retail  Markup: 

25% 

"Up  Front'  Revenues: 

$198  million 

Expected  Number  of  Retail  Outlets: 

665 

Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($milIions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$398.88 

$236.11 

$241.44 

$247.11 

$252.84 

$259.05 

$265.80 

$273.14 

$281.13 

$289.86 

$2,745.36 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$158.86 

($5.33) 

($1.73) 

$1.94 

$5.66 

$9.45 

$13.29 

$17.19 

$21.16 

$25.17 

$245.66 
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Retail  Franchise  System  - Medium  Markup  (1 ,500) 


Descriptive  Statistics: 

Selected  Economic  impacts 

Liquor  Excise  Tax: 

18% 

Average  Impact  on  Spirits  Prices  (1st  Year): 

1.74% 

Wholesale  Markup: 

18% 

Average  Impact  on  Wine  Prices  (1st  Year): 

-7.55% 

Expected  Retail  Markup: 

25% 

"Up  Front"  Revenues: 

$198  million 

Expected  Number  of  Retail  Outlets: 

1,500 

Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($millions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$397.39 

$234.59 

$239.88 

$245.51 

$251.21 

$257.39 

$264.10 

$271.40 

$279.35 

$288.04 

$2,728.84 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$157.37 

($6.85) 

($3.29) 

$0.34 

$4.03 

$7.78 

$11.59 

$15.45 

$19.37 

$23.35 

$229.14 
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Retail  Franchise  System  - High  Markup 


Descriptive  Statistics: 

Selected  Economic  Impacts 

Liquor  Excise  Tax: 

18% 

Average  Impact  on  Spirits  Prices  (1st  Year): 

9.50% 

Wholesale  Markup; 

27% 

Average  Impact  on  Wine  Prices  (1st  Year): 

-0.50% 

Expected  Retail  Markup: 

25% 

"Up  Front"  Revenues: 

$198  million 

Expected  Number  of  Retail  Outlets; 

665 

Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($millions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$436.32 

$274.12 

$280.05 

$286.38 

$292.83 

$299.81 

$307.38 

$315.62 

$324.59 

$334.38 

$3,151.49 

Baseline; 

$240.02 

$241 .44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$196.30 

$32.68 

$36.89 

$41.21 

$45.65 

$50.20 

$54.87 

$59.68 

$64.62 

$69.70 

$651.78 
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Retail  Franchise  System  - Price  Neutral 


Descriptive  Statistics: 

Selected  Economic  Impacts 

Liquor  Excise  Tax: 

18% 

Average  Impact  on  Spirits  Prices  (1st  Year): 

0.11% 

Wholesale  Markup: 

25%  w,  18%  sp 

Average  Impact  on  Wine  Prices  (1st  Year): 

-0.50% 

Expected  Retail  Markup: 

27%,  w 23%  sp 

"Up  Front'  Revenues: 

$198  million 

Expected  Number  of  Retail  Outlets:  665 

Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($miliions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario  $412.65 

$250.38 

$256.24 

$262.48 

$268.82 

$275.69 

$283.14 

$291.25 

$300.07 

$309.70 

$2,910.42 

Baseline:  S240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc  $172.63 

$8.94 

$13.07 

$17.30 

$21.64 

$26.08 

$30.63 

$35.30 

$40.10 

$45.02 

$410.72 
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Retail  Franchise  System  - Current  Markup 


Descriptive  Statistics: 

Selected  Economic  Impacts 

Liquor  Excise  Tax: 

18% 

Average  Impact  on  Spirits  Prices  (1st  Year); 

23.01% 

Wholesale  Markup; 

60%  w,  45%  sp 

Average  Impact  on  Wine  Prices  (1st  Year); 

23.35% 

Expected  Retail  Markup: 

23%  w,  23%  sp 

"Up  Front"  Revenues: 

$198  million 

Expected  Number  of  Retail  Outlets:  665 

Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($miilions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$516.16 

$355.43 

$362.94 

$370.97 

$379.24 

$388.21 

$397.94 

$408.51 

$420.03 

$432.59 

$4,032.02 

Baseline; 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$276.14 

$113.99 

$119.78 

$125.80 

$132.06 

$138.60 

$145.43 

$152.57 

$160.05 

$167.90 

$1,532.32 
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Retail  Franchise  System  - Royalty  (28.8) 


Descriptive  Statistics: 

Selected  Economic  impacts 

Liquor  Excise  Tax: 

18% 

Average  Impact  on  Spirits  Prices  {1st  Year): 

-1.52% 

Wholesale  Markup: 

25%  w.  18%  sp 

Average  Impact  on  Wine  Prices  (1st  Year): 

-2.07% 

Expected  Retail  Markup: 

25%  w,  21%sp 

"Up  Front"  Revenues: 

$198  million 

(based  on  franchise  value  of  28.8%  of  1996  revenues) 

Expected  Number  of  Retail  Outlets:  757 

Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  (Smillions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$475.11 

$260.57 

$266.64 

$273.11 

$279.70 

$286.83 

$294.58 

$302.99 

$312.14 

$322.13 

$3,073.79 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

DHferenc 

$235.09 

$19.13 

$23.47 

$27.94 

$32.52 

$37.23 

$42.06 

$47.04 

$52.17 

$57.44 

$574.09 
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Retail  Franchise  System  - Royalty  (40.0) 


Descriptive  Statistics: 

Selected  Economic  Impacts 

Liquor  Excise  Tax: 

18% 

Average  Impact  on  Spirits  Prices  (1st  Year): 

-1.52% 

Wholesale  Markup: 

25%  w,  18%  sp 

Average  Impact  on  Wine  Prices  (1st  Year): 

-2.07% 

Expected  Retail  Markup: 

25%  w,  21%  sp 

"Up  Fronf  Revenues:  $276  million 

(based  on  franchise  value  of  40.0%  of  1996  revenues) 

Expected  Number  of  Retail  Outlets:  757 

Revenue  to  Commonwealth  Government  > Scenario  vs.  Baseline  (Smillions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10>yr  Sum 

Scenario 

$552.29 

$260.57 

$266.64 

$273.11 

$279.70 

$286.83 

$294.58 

$302.99 

$312.14 

$322.13 

$3,150.97 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$312.27 

$19.13 

$23.47 

$27.94 

$32.52 

$37.23 

$42.06 

$47.04 

$52.17 

$57.44 

$651Jt7 
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Agency  System  - Low  Commissions 


Descriptive  Statistics: 

Liquor  Excise  Tax:  1 8% 

Wholesale  Markup:  30%  + OCC 

Expected  Retail  Markup: 

Expected  Number  of  Retail  Outlets:  665 

Agent  Commissions:  6%  retail,  4%  licensee 


Selected  Economic  Impacts 

Average  Impact  on  Spirits  Prices  (1st  Year) 
Average  impact  on  Wine  Prices  (1st  Year): 
"Up  Front"  Revenues: 


$0 


Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($miliions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$308.97 

$344.30 

$349.26 

$354.59 

$359.99 

$365.90 

$372.35 

$379.41 

$387.15 

$395.62 

$3,617.54 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$68.95 

$102.86 

$106.10 

$109.41 

$112.81 

$116.29 

$119.84 

$123.47 

$127.17 

$130.94 

$1,117.84 
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Agency  System  - Medium  Commissions 


Descriptive  Statistics: 

Liquor  Excise  Tax:  18% 

Wholesale  Markup;  30%  + OCC 

Expected  Retail  Markup: 

Expected  Number  of  Retail  Outlets:  665 

Agent  Commissions:  10%  retail,  8%  licensee 


Selected  Economic  impacts 

Average  Impact  on  Spirits  Prices  (1st  Year) 
Average  Impact  on  Wine  Prices  (1st  Year): 
"Up  Front"  Revenues: 


$0 


Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  (Smillions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10>yr  Sum 

Scenario 

$276.11 

$310.93 

$315.35 

$320.09 

$324.88 

$330.11 

$335.84 

$342.13 

$349.02 

$356.58 

$3,261.05 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$36.09 

$69.49 

$72.19 

$74.92 

$77.70 

$80.50 

$83.33 

$86.18 

$89.04 

$91.90 

$761.34 
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Agency  System  - High  Commissions 


Descriptive  Statistics: 

Liquor  Excise  Tax:  1 8% 

Wholesale  Markup:  30%  + OCC 

Expected  Retail  Markup: 

Expected  Number  of  Retail  Outlets:  665 

Agent  Commissions:  20%  retail,  16%  licensee 


Selected  Economic  impacts 

Average  Impact  on  Spirits  Prices  (1st  Year) 
Average  Impact  on  Wine  Prices  (1st  Year): 
"Up  Fronf  Revenues: 


$0 


Revenue  to  Commonwealth  Government  • Scenario  vs.  Baseline  ($millions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yrSum 

Scenario 

$198.14 

$231.80 

$234.97 

$238.38 

$241.73 

$245.43 

$249.52 

$254.03 

$259.01 

$264.52 

$2,417.53 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

($41.88) 

($9.64) 

($8.19) 

($6.79) 

($5.45) 

($4.18) 

($2.99) 

($1.92) 

($0.96) 

($0.17) 

(S8Z17) 
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Wine  Only,  License  System  - Low  Control 


Descriptive  Statistics: 

Liquor  Excise  Tax:  1 8% 

Wholesale  Markup:  27%  w,  30%  + OCC  sp 
Expected  Retail  Markup:  22%  w,  0%  sp 

Expected  No.  Retail  Outlets:  6,880  w,  665  sp 


Selected  Economic  Impacts 

Average  Impact  on  Spirits  Prices  (1st  Year): 
Average  Impact  on  Wine  Prices  (1st  Year): 
"Up  Front"  Revenues: 


-2.89% 

$0 


Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($miilions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$204.04 

$212.43 

$214.33 

$216.52 

$218.72 

$221.35 

$224.46 

$228.11 

$232.37 

$237.32 

$2,209.63 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

($35.98) 

($29.01) 

($28.83) 

($28.65) 

($28.46) 

($28.26) 

($28.06) 

($27.84) 

($27.61) 

($27.37) 

($290.07) 
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Wine  Only,  License  System  - High  Control 


Descriptive  Statistics; 

Liquor  Excise  Tax:  1 8% 

Wholesale  Markup:  27%  w,  30%  + OCC  sp 
Expected  Retail  Markup:  28%  w,  0%  sp 

Expected  No.  Retail  Outlets:  1 ,200  w,  665  sp 


Selected  Economic  impacts 

Average  Impact  on  Spirits  Prices  (1st  Year): 
Average  Impact  on  Wine  Prices  (1st  Year): 
"Up  Front’  Revenues: 


1.89% 

$0 


Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  (Smiliions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$208.19 

$216.58 

$218.47 

$220.66 

$222.84 

$225.44 

$228.53 

$232.14 

$236.36 

$241.26 

$2,250.47 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

($31.83) 

($24.86) 

($24.69) 

($24.52) 

($24.34) 

($24.16) 

($23.99) 

($23.80) 

($23.62) 

($23.43) 

($249Z3) 
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Wine  Only,  Franchise  System  - Low  Markup 


Descriptive  Statistics: 

Liquor  Excise  Tax: 

Wholesale  Markup:  8%  w, 

Expected  Retail  Markup: 
Expected  No.  Retail  Outlets: 


18% 

30%  + OCC  sp 
25%  w,  0%  sp 
665  w,  665  sp 


Selected  Economic  Impacts 

Average  Impact  on  Spirits  Prices  (1st  Year): 
Average  Impact  on  Wine  Prices  (1st  Year): 
"Up  Front"  Revenues: 


-15.39% 

$0 


Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  (Smillions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$254.42 

$179.19 

$179.53 

$180.05 

$180.44 

$181.13 

$182.14 

$183.52 

$185.31 

$187.58 

$1,893Z9 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$14.39 

($62.25) 

($63.63) 

($65.13) 

($66.74) 

($68.48) 

($70.37) 

($72.43) 

($74.67) 

($77.11) 

($606.41) 
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Wine  Only,  Franchise  System  - High  Markup 


Descriptive  Statistics: 

Selected  Economic  Impacts 

Liquor  Excise  Tax; 

18% 

Average  Impact  on  Spirits  Prices  (1st  Year) 

Wholesale  Markup;  27%  w,  30%  + OCC  sp 

Average  Impact  on  Wine  Prices  (1st  Year); 

Expected  Retail  Markup; 

25%  w,  0%  sp 

"Up  Front"  Revenues; 

Expected  No.  Retail  Outlets; 

665  w,  665  sp 

-0.50% 

$0 


Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  ($millions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$291.89 

$218.18 

$220.15 

$222.40 

$224.66 

$227.35 

$230.52 

$234.24 

$238.56 

$243.56 

$2,351.52 

Baseline; 

3240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$51.87 

($23.26) 

($23.02) 

($22.77) 

($22.52) 

($22.26) 

($21.99) 

($21.71) 

($21.42) 

($21.12) 

($148.19) 
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Wine  Only,  Agency  Store  System 


Descriptive  Statistics: 

Liquor  Excise  Tax: 

18% 

Selected  Economic  Impacts 

Average  Impact  on  Spirits  Prices  (1st  Year): 

- 

Wholesale  Markup: 

30%  + OCC 

Average  Impact  on  Wine  Prices  (1st  Year): 

Expected  Retail  Markup: 

- 

"Up  Front"  Revenues: 

$0 

Expected  No.  Retail  Outlets:  665  w,  665  sp 

Agent  Commissions:  6%  retail,  4%  licensee 

Revenue  to  Commonwealth  Government  - Scenario  vs.  Baseline  (Smillions) 


1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

10-yr  Sum 

Scenario 

$245.85 

$254.18 

$255.94 

$257.94 

$259.90 

$262.23 

$264.97 

$268.18 

$271.91 

$276.23 

$2,617.35 

Baseline: 

$240.02 

$241.44 

$243.16 

$245.17 

$247.18 

$249.61 

$252.51 

$255.94 

$259.98 

$264.69 

$2,499.71 

Differenc 

$5.83 

$12.74 

$12.77 

$12.77 

$12.72 

$12.62 

$12.46 

$12.24 

$11.93 

$11.55 

$117.64 
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